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PENSION PLAN BOOKKEEPING METHODS

WEDNESDAY, JUNE 14, 1078

U.S. SeNaTE,
SuBcoMMITTEE ON PRIvATE PENsSION PLANS AND EMPLOYEE
Frinee BeNerrTs oF THE COMMITTEE ON FINANCE, .
Washington, D.CO.

The subcommittee met, pursuant to notice, at 10 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of the
subcommittee) presiding.

Present : Senators Bentsen, Curtis, and Packwood.

_ [The committee press release announcing this hearing and the bill
S. 2992 follow :] :

{Committee on Finance—Press Release]

SENATOR BENTSBEN ANNOUNCES HEARING OR PENSION PLAN BOOKKEEPING
MeTHODS—SAYS LIABILITIES UNDERSTATED FOR MANY PLANS

Senator Lloyd Bentsen (D.-Tex.), Chairman of the Finance Subcommittee on
Private Penslon Plans, announced Tuesday that hearings have been scheduled
for Wednesday, June 14, 1978, into bookkeeping methods that may not reflect the
true condition of pension plans,

The hearings will be held in Room 2221 Dirksen Senate Office Building and will
begin at 10 A M.

Witnesses will include spokesmen for the Treasury and Labor Departments,
pension actuaries and pension consultants.

“Some observers report that a potentially disastrous pension situation is de-
veloping with regard to unfunded liabilities—those pension benefits owed by a
company that it hasn't set aside assets to pay for,” Bentsen said.

“It i3 a matter of concern that, because of the differing accounting pro-
cedures that can be used, the size of these unfunded llabilities may be greatly
understated.”

According to one recent published account, Senator Bentsen said, corporations
themselves report that unfunded liabilities for their pension plans now exceed
$50 billion. However, the article concluded that the liabilities might actually
amount to several hundred billion dollars.

He noted that Caterpiliar Tractor, for example, negotiated a pension increase
with the United Auto Workers in 1976 but, using generally accepted accounting
prﬁ%edures, reported a decrease in unfunded liabilities from $440 million to $270
million.

“Pension plans for government workers are the prime offenders and the Fed-
ral Government is at the top of the list,” Bentsen sald,

“The Civil Service system reports unfunded liabilities for its pension plan of
$107 billlon but admits that the true liabilities are more than twice as big as that.”

“During these hearings, we will take a look at the advisability of setting
standard accounting procedures for pension plans, both public and private. As
things now stand, one plan's assets may be another’s liabilities and we can’t have
that,” Senator Bentsen said.

The Subcommittee will receive comments on the following accounting and ac-
tuarial issues which relate to the safety of pension benefits for senior citizens:

(1)
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1. What methods should be used to determine the amount of pension expense to
be charged to the operations of the sponsoring employer for each accounting
period? Are different methods needed for multiemployer plans?

2. Should the unfunded liability of a pension plan be shown as a liability on
the balance sheet of the sponsoring employer?

3. How should plan assets be valued? Should they be valued at market, acqui-
sition cost, or some basis in between these two values?

4. For purposes of symmetry or for some other reason, should pension costs and
liabflities be computed on the same basis for the pension plan and for the sponsor-
ing employer's corporate statement?

5. How to insure that actuarial assumptions are not manipulated to the detri-
ment of plan participants and retirees?

8. Do these or similar accounting and actuariat problems exist with respect
to publie retirement systems?

Legislative Reorganization Act.—Senator Bentsen stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress “to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of thelr
argument.”

Witnesses scheduled to testify should comply with the following rules:

1. A copy of the statement must be filed by noon the day before the day the
witness 18 scheduled to testify.

2. All witnesses must include with their written statement a summary of the
principal points included in the statement,

3-The written statements must be typed on letter-size paper (not legal size)
and at least 756 coples must be submitted by the close of business the day before
the witness is scheduled to testify.

4. Witnesses are not to read their written statements to the Committee, but
are to confine their fifteen minute oral presentations to a summary of the points
included in the statement.

5. No more than 15 minutes will be allowed for oral presentations.

Written testimony.—Senator Bentsen stated that the Subcommittee would
be pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) copies by July 14, 1978, to Michael Stern, Staff Director,
go(r}nné(i)t"’tleg on Finance, Room 2227 Dirksen Senate Office Building, Washington,
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IN THE SENATE OF THE UNITED STATES

ArriL 26 (legislative day, AeriL 24), 1978

Mr. BenTeex introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to pro;'ide uni-
form accounting of pension liabilities of tax-exempt pension
funds.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

|3

That section 412 of the Internal Revenue Code of 1954 is

(]

amenged by adding the following new subsection (j) :

“(j) UNIFoRM AcCCOUNTING.—Within 90 days of
the date of enactment of this subsection, the Secretary shall
promulgate uniform standards for calculating and reporting

the assets and liabilities of pension plans and for disclosing

U= - D - T =, B N

the actuarial assumptions used in such calculations.”.

Senator BEnTseN. This hearing will come to order. May we have
quiet in the back of the room, please?

This morning, the Pension Subcommittee of the Finance Committee
of the Senate is holding hearings on the adequacy of funding pension
plans and, in particular, on the adequacy of accounting and actuarial
methods that are currently being used. Several aspects of this issue
were brought to public attention, and to my personal attention, when
I read last November an excellent article in Fortune magazine which,
in turn, was applauded by the New York Times in an editorial.

The purpose of this hearing is to determine the extent of the problem
and to develop appropriate remedies.
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First, it was reported that a potentially disastrous pension situation
was developing with regard to unfunded liabilities, those pension ben-
efits owed by a company that it has not set aside the assets to pay for.
It is a matter of concern that, because of differing accounting pro-
cedures that can be used, the size of these unfunded liabilities may be
greatly understated.

According to Fortune magazine, corporations themselves report
that unfunded liabilities for their pension plans now exceed $54 bil-
lion. However, the article concluded that the liabilities might actually
amount to several hundred billion dollars.

- Second, the potential for manipulation of actuarial assumptions
must be prevented to protect plan participants and senior citizens
across the Nation.

Caterpillar Tractor, for example, negotiated a pension increase with
United Auto Workers in 1976, but reported a decrease in unfunded
liabilities from $440 million to $270 million.

. One of the problems that you run into in labor management negotia-
tions is that manaﬁement can decide, well, we are going to cut down the
contributions to the funding of the pension fund by changing the ac-
tuarial assumptions. So they bring in the actuary and they say, we are
going to get a bigger return on these assets. So we are going to forecast
a higher return and therefore we have to spend less to fund. And, in
turn, we do not affect the profits of the company. What they do not
say is that that increased funding will be needed down the road some-
place. The current management and the current labor negotiators will
not have to face that decision. It will be somebody else that has replaced
them in future years. S

Third, the presentation of actuarial-and accounting information is
often so confusing that the information is almost worthless. There is so
much latitude in the way that pension calculations are performed that
the companies can come up with virtually any level of contributions
and liabilities that they choose. There is an abundance of misleading
pension data, and Congress recently learned this the hard way.

When ERISA was formulated in 1973 and 1974, we were assured
that the prospects for financial failure of the multiemployer pension
plans were virtually nonexistent. In fact, they said we ought to cut the
contributions down substantially, they were so safe.

However, we learned last fall that the PBGC was faced with the
prospects of a multibillion dollar liability. PBGC was about to go
bankrupt because the multiemployer plans, the ones we were told were
so sound, had enormous liabilities. And this situation now threatens
the entire ERISA termination insurance program.

It is essential that this kind of misinformation be eliminated.

During these hearings we will look at the advisability of setting
standard accounting procedures for pension plans, both public and
private. I recently introduced S. 2992, and that would direct the Sec-
retary of the Treasury to promote uniform standards for reporting
and calculating the assets and liabilities of pension plans, and for dis-
closing the actuarial assumptions used in such caleulations.

This hearing will also look at the actuarial and accounting prob-
lems with respect to State and local plans. The House pension task
force recently prepared an extensive report on public plans. The task
force concluded that “there is a compelling need for uniform actu-
arial measures, terminology and standards to enable plan participants,
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plan sponsors and taxpaiers to assess the present funding status and
future funding needs of their system.”

Today, pension plans receive several billion dollars of tax benefits
from Congress each year. Investment earnings of most plans are tax-
exempt. Employer contributions are tax deductible. )

Pension contributions are not taxable to employees currently. Quali-
fied plans receive special estate tax and lump sum distribution
treatment. .

I think it is the responsibility of the tax committees of the Congress
to insure that these billions of dollars of annual tax incentives are not
abused to the detriment of pension plan participants and their bene-
ficiaries. Money in these plans belongs to the participants and to the
beneficiaries and to no one else. R

In response to the Fortune magazine article, the Labor Depart-
ment began a thorough review of these problems in coordination with
the accounting and actuarial professions, and I certainly commend
Mr. Lanoff and Mr. Woodru&’ of the Labor Department for their
constructive efforts to formulate a solution to these problems.

I urge the private sector to cooperate with the Labor Department
and the Treasury Department on this matter. I am very pleased that
the pension officials of the Labor Department are going to be our first

~~ witnesses this morning.

Senator Curtis?

Senator Curris. I have no statement to make. I concur with what
the chairman said.

Senator BENTSEN. At this point in the hearing record I will insert
a copy of the November 1977 Fortune article as well as a New York
Times editorial and article.

{The material referred to follows:]

[From Fortune, November 1977]

THOSE PENSION PLANS ARE EVEN WEAKER THAN You THINK
(By A. F. Ehrbar)

MANAGERS AND ACTUARIES ARE VASTLY URDERESTIMATING THE COSTS OF RETIREMENT
BENEFITS. WHEN COMPANIES FINALLY HAVE TO PAY THE BILLS, THERE MAY NOT
BE MUCH LEFT OVER ¥OR STOCKHOLDERS

Fans of “Pumping Iron” will surely recognize that fellow flexing his muscles
on the opposite page. Rather than pumping iron himself, though, our Mr.
Pension Fund has been pumped up with a lot of hot air. His condition, leaks and
all, does not grotesquely exaggerate the condition of the private pension system
in the U.S. today. The figure discloses in the footnotes to annual reports make
most pension plans look considerably more robust than they actually are.

The most obvious measure of a pension plan’s strength is the degree to which
assets have been set aside to cover retirement benefits. “Unfunded liabilities,” as
uncovered benefits are called, have been growing apace, and now exceed $50
billion, according to corporations’ own reported figures. To be sure, corporate
America could pile up that much money by funneling off pretax profits for four
or five months. But the bulk of the unfunded liabilitles are concentrated among
a relative handful of companies that would be hard pressed to pay them off in a
few years, let alone months.

There is reason to believe, moreover, that the reported figures are ridiculously
understated. Unfunded liabilities might actually come to several hundred billion .
dollars. If that is true, even the “fully funded” strong men of the pension world
may turn out to he ninety-seven-pound weaklings. .

In a few extreme cases—employees’ pension claims against a company have
grown nearly as large as the total assets employed in the business. Lockheed’s
obligations, for instance, are so great that the company might be thought of as
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a pension plan that happens to make some missiles and alrcraft on the side.
At the end of last year, Lockheed reported totgl liabilities for vested pension
benefits of $1.3 billion, an amount equal to 82 percent of the assets used in the
business. The unfunded portion of those liabilities alone came to $276 million—
66 percent more than the company’s net worth and 46 percent more than the
market value of its stock.

Dozens of other corporations aren’t in much better shape when it comes to
unfunded liabilities. Ten of the top 100 companies in the Fortune 500 have un-
funded vested liabilities equal te a third or more of thelr net worth. In seven of
those cases, these uncovered pension claims exceed the value of the companies’
stock (for the companies, see page 107). The winner in the unfunded-liabilities
derby, however, has to be Wheeling-Pittsburgh Steel, No. 243 on the Fortune 500.
Wheeling’s unfunded vested liabilities of $274 million come to more than seven
times its recent stock-market value.

WHO BETTER WATCH OUT

The immediate question that comes to mind about these tremendous unfunded
liabilities is whether retiring employees will get their pensions. Actually, the em-
ployees have little to fear. The pension laws, as tightened up by the Employee Re-
tirement Income Security Act of 1974 (ERISA), have effectively lifted the risk
from the employees' backs. ERISA requires all companies with defined-benefit
pension plans to pick up the tab if one of their number defaults. (Defined-benefit
plans—which make up the vast majority of all plans—specify the dollar-amounts
employees will receive; the other variety, defined-contribution plans, promises
only that the company will put a certain amount into a pension fund each year.)

Now it {s the shareholders who had better watch out. From their point of view,
the disquleting question is whether the companies whose pension funds are
deeply in arrears will be able to pay off their obligations and still have much of
anything left over for profits. All those past, uncovered pension claims, after all,
must be met out of funds that would otherwise flow down to the bottom line. The
unfunded liabilities of some companies are so large—and rising so rapidly—that
they will inevitably put a drag on profits like lead in a racehorse’s saddlebags.
Wheeling-Pittsburgh, for instance, has amassed unfunded liabilities totaling
eight times its average pretax profits over the last three years. Uniroyal's un-
funded liabilities come to the equivalent of 12 years of profits, and Chrysler’s
to a staggering 27 years.

Even in this era of all-pervasive regulation and strict disclosure requirements,
there is ordinarily no way for an investor to get a decent line on the pension-
fund risks and unfunded liabilities he's buying into. The accounting and actuarial
treatment of pension liabilities {s a masterpiece of obfuscation. There is s0 much
latitude in the way pension calculations are performed that companies can come
up with virtually any level of contributions and liabilities they choose. Various
actuarial methods, all of them legitimate, produce wildly divergent results, as the
chart illustrates. And no matter which actuarial method is used, seemingly minor
variations in the company's assumptions about the growth of wages and the re-
turn on pension-fund investments can yield substantially different costs and un-
funded liabilities.

When it comes to comparing one company with another, the only pension
figure universally available on a vaguely comparable basis i3 “unfunded vested
benefits.”” (In fact, for many companies, this is the only figure available.) Vested -
benefits are those a company would have to pay employees if {ts pension plan
were terminated immediately. They are always smaller than total liabilities, be-
cause they include no allowance for the higher future salaries on which benefits
ultimately will be paid, or for benefits that will be paid to current ewployees who
will become vested. . X

That they are “vaguely comparable” is the best that can be said for unfunded
vested benefits. All companies use essentially the same actuarial method to com-
put- them, but minor differences in assumptions can throw the figures off by

-astonishing amounts. Unfortunately, few companies routinely disclose the as-

sumptions they use.
THE “THREE-MARTINI"” EFFECT

Nor do many companies disclose anything about the full dimensions of their
pension plans—the total assets and liabilities—even though these data are critical
in assessing the massive, but largely unrecognized, component of leverage that
pensions have added to corporate financial structures. All the gains and losses on



pension-fund portfolios untimately affect profits by raising or lowering future
pensfon contributions. For some companies, the pension fund's performance is
actually more fmportant to shareholders than operating results
heed’s $1.04-billfon pension fund, for example,
or losses. And in years of great stock-mark
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What figures are reported show that pension expenses have been exploding.
During the Seventies, annual corporate contributions to pension funds have
bounded upward at a rate of 15 percent a year, while funds available for con-
tributions (l.e., profits before taxes and pension expenses) have risen less than
7 percent a year. Even this torrid rate of spending hasn't kept pace with the
need. It seems remarkable in our statistics-crazed age that no one has com-
piled precise aggregate data on elther total or unfunded liabilities. But the few
samplings of reported penslon figures all show a widening gap between pension
liabilities and assets.

The liabilities have been bloated by what might be called the ‘linebacker
effect” and the “three-martini effect.” Most employees earn benefits based on
thelr incomes in the years immediately before retirement. 8o inflation in wages
creeps up on a pension plan like that infamous third martini. And companies also
increase retirement benefits, most often retroactively. The new labilities created
by such an increase can suddenly hit the pension fund with the jolt of Dick
Butkus chopping down a running back.

In the investment climate of the Seventies, pension portfolios have been un-
able to keep up with the huge growth of liabilities. Unfunded liabilities naturally
increased during 1973-74, when momentous stock-market losses pared the value
of pension-fund assets. But, incredible as it may seem, unfunded liabilitles had
climbed even higher by the end of last year. Wage inflation was so great, and
benefit increases so munificent, that they more than offset the boost pension fund:s
got from the best two-year stock-market rally since the mid-Fifties. With stocks
down again, pension funds are certain to be deeper in the red at the end of this
year.

THEY LOOK CONBERVATIVE BUT .

Getting a focus on just how large a drag pension costs will put on future
profits requires a look beyond the reported numbers and iunto the arcane realm of
the actuary. At first blush, it would appear that actunries have been conserva-
tively overstating costs and liabiiities, and that the future burden will not be
as bad as it looks. Using one of six “funding methods,” actuaries spread pension
costs over a period of years. Most of the methods distribute the cost fairly
evenly, often as a constant amount each year or as a constant percentage of pay-
roll, This approach tends to be conservative, for pension costs do not really follow
a smonth pattern. They start low and increase during an emploree’s career, both
in dollar terms and as a percentage of compensation. The methods that smooth
out the costs increase pension contributions in the early years and lighten the
burden later on.

10 WEAKLINGS AT THE TOP OF AMERICAN INDUSTRY?

Recent

market Unfunded

Unfunded velue of vested Unfunded
bonefls o Mock  fund sssets "r«u”mm? e benefits pe

1 stoc un [ r
Fortune 500 rank (millions) (millions) (millions) net worth employes
10—Chrysler. . . ... $1,095 $965 $1,354 3 34,472
Yt oive actic..- 71 752 1,168 3 [ 666
27— International Harvester. 676 m 751 4 9,243
33—Bethlehem Steel. . 1,28 813 1,119 43 12,229
. a7 n 631 108 1,810
276 189 1,042 166 5,009
468 59 413 3 12,945
497 k2 5§30 38 12,553
121 17 59 5,922
226 200 8 10, 367

1 Sizing up s company's unfunded liabilities can be a tricky matter, When their unfunded vested fabilities are examined
a3 a proportion of net worth, these corporations are the 10 worst among the top 100 companies on the Fortune 500. They
are In trouble no matter how you look at them, but concentrating on it!:s“ 1 measure can be somewhat mlsludhw. Lock-
heed, for instance, appears to be the worst off, with unfunded iisbilities exceeding net worth by 66 percent. But if a rise
in the stock market incraased the value of Lockheed's pension assets 27 percent, it would wine out unfunded veste:
benefits. Uniroyal’s assets, in contrast, would have to nun|¥
T et el e, B e st Ao oy G 1 R4t I P s, 1

. '
Lockhu;:w?d“d m )“tnlly funded.”” (Figures for unfunded lisbilities and assets are the mﬂhm n most
cases i . 31,
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Unfortunately, this actuarial conservatism is vitlated by a couple of crucial
assumptions that corporate managers and thelr actuaries make about what will
happen in the future. The two most critical assumptions concern the rate of
return at which pension-fund assets will be invested (the “interest assumption”)
and the rate at which wages will grow (the “wage assumption”),

Obviously, if the interest assumption is overly optimistic, a company won't
put up enough money to cover benefits. And since corporations also use the as-
sumption to discount those benefits back to a present value, a high rate will
tend to understate pension liabilities. The wage assumption is important because
most companies operate plans that scale retirement benefits to the worker's
income in later years. If a company underestimates the growth of wages, its
contributions will also fall short of what will be needed.

As it turns out, the assumptions made about interest and wages are so far
out of line with reality that most companies contribute too little to cover future
beneflts. Even small errors in the interest and wage assumptions have a power-
ful effect on the actuaries’ calculations. One pension specialist, Professor Howard
E. Winklevoss of the Wharton School, says an increase of 1 percentage point in
the interest assumption will, on average, reduce pension expenses and liabilities
by 25 percent. And a reduction of one percentage point in the wage assumption,
he says, will cut expenses and llabilities by 18 percent or so.

Superficially, most companies' interest assumptions would appear to be quite
conservative. The average interest rate used is only 6 to 6.5 percent (they range
as high as 10 percent and as low as 3.5 percent). At a time when 80-year gov-
ernment bonds pay more than 7.5 percent, a 6-percent assumption would seem to
be pretty modest. However, the interest assumptions are being pitted against wage
assumptions of only 8.5 to 4 percent. That is, companies are increasing future
wages at, say, 3.5 percent to estimate the costs of benefits, and then discounting
the costs back at 6 percent to arrive at a present value of liabilities.

The question of the proper wage and interest assumptions is a matter of some
contention, and it is complicated by the nncertain impact inflation will have on
both wages and investment returns. But a strong case can be made that the
wage assumption should be higher than the interest assumption, not lower, as
is now the case.

The best way to understand this is to strip inflation out of the figures and
look at the relationship between “real” wage increases and “real” rates of in-
terest. The wage assumption, first of all, should include an allowance for the
longrun real {ncrease in wages for the work force as a whole. Average weekly
wages in manufacturing have increased at a real rate of 1.5 percent over the
last 80 years. In addition, some allowance should be made for the ‘“merit” raises
that individuai workers get as they move through their careers. Winklevoss
eatimates that, in real terms, merit increases average 1 percent to 2 percent a
year. Adding the two, we come up with a real wage increase of 2.5 to 8.5 percent
a year.

THE IMPORTANCE OF THE ‘‘RISKLESS" RATE

The interest assumption, on the other hand, should be the ‘“riskless” rate of
interest—l.e., the rate that would be earned on an investment that carries no
possibility of default. The riskless rate—rather than the expected return on
risky pension-fund assets—is appropriate for computing the present value of
tﬁnb‘llitles because the obligations must be paid if the company remains in

usiness. -

Until very recently, it hs generally been assumed that the real riskless rate
is about 8 percent, which would suggest that the interest and wage assumptions
should be about equal. However, several recent studies have produced startling
evidence that the riskless rate actually is at most 1 perceat. The real rate of
return on government securities over the last fifty years has been only 1 per-
cent, and the rate has actually been negative since the end of World War II.

If this thinking is correct—-and {t seems clearly to be the best available—wage
assumptions should exceed interest assumptions by at least 1.5 to 2.5 percentage
points. But, as we have seen, companies now use wage assumptions that fall short
of interest assumptions by an average of 2.5 percentage points (an interest as-
sumption of 6 percent versus a wage assumption of 8.5 percent). The swing of
four or five percentage points between the way companies now run their cal-
culations and the way they should run them has a fantastic impact on estimated
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nsjon labilities. Using Winklevoss's rule of thumb, the adoption of proper
nterest and wage assumptions would nearly double reported corporate pension
liabllities and expenses.

It s difficult to sort out the countervailing effects of the understatement caused
by improper assumptions and the overstatement caused by the use of conserva-
tive actuarial methods. It appears, though, that actual pension expenses and lia-
bilities should be, on balance, about 50 percent higher than the figures now being
reported. Unfunded liabllities are understated by an even greater amount. For
example, a company that now estimates it has $100 million in liabilities and
$80 million of pension-fund assets would report unfunded liabilities of $20 mil-
lion. If actual liabilitles were $150 million (an increase of 50 percent), unfunded
liabilities would come to $70 million (an increase of 250 percent).

The practice of using interest assumptions that are higher than wage assump-
tions is commonly defended on the grounds that long-run returns on pension funds
are likely to exceed long-run wage inflation, since the average fund has d?;dw
cent of its assets in common stocks. That logic has been roundly criti by
several financial economists, including Professor Willlam Sharpe of 8tanford and
Jack Treynor, editor of the Financial Analyste Journal. They point out, quite
simply, that the value of pension liabilities is independent of the type of pension-
fund assets n company holds.

In other words, corporate managers are gambling when they fnvest pension
assets in common stocks. By assuming that pension-fund assets will grow at the
expected rate of return .n risky investments, they are taking it for granted that
they will win the gamble. There is always a chance, however, that they will lose.
That possibility of losing constitutes a real claim against future profits—it
just doesn't show up on the books. The only way a corporation can be certaln of
having sufficlent funds to cover future beuefits is to Invest in riskless assets. And
that would of course raise the level of pens!on-fund contributions above what it is
today.

In & complex matter such as this, it s haid to determine the degree to which
corporations are endangering thelr futures. An Important question {s whether
they will in fact win the gamble. If the real rate of return on pension-fund port-
folios turns out to be 5 percent or more, the use of the present optimistic interest
and wage assumptions would be justified to determine funding levels. -

One of the more intriguing studies of what future rates of return will be was
done by Roger Ibbotson of the University of Chicago and Rex Binquefield of the
American National Bank. They simulated future returns on several kinds of
securities through the year 2000 by using the distribution of past rates of return
over the last fifty years. Based on the simulations, Ibbotson has concluded that
there is a 60 percent chance that the real rate of return ¢n pension-fand portfolios
will be § percent or more. This means there is & 40 percent chance that the rate
will fall short of 5 percent. In that unhappy event, companies will have to dip into
future profits to pay benefits that they now report as having been funded.

THE ODD8 ARE LONGER FOR AMC

Although the odds appear to favor the pension funds, three to two is cutting it
pretty close. Plenty of odds-on favorites have lost the Kentucky Derby. What's
more, those odds apply only to companies whose interest assumptions exceed wage
assumptions by the average 2.5-percentage-point spread. The spreads can be a
lot higher and the odds a lot worse. Goodyear and American Motors, for {nstance,
have 6-percent interest assumptions and zero wage assumptions.

These two companies have a partial defense for such unbridled optimism. Their
union contracts call for pensions of specified amounts for each year of service,
rather than basing payments on final salaries. Since pension contributions are tax
deductible and in this case aren't formally tied to wage infiation. the Internal
Revenue Service doesn’t allow companles using the years-of-service formula to
assume any future increases. Of course, this doesn't alter the economic realities:
unifons will demand that pensions keep pace with wages. And nothing prevents the
companies from better reflecting true conditions by lowering Interest assump-
tions to partly offset the unrealistic wage assumptions.

Unfortunately, the adjustments most companies make are of a different kind.
From what can be ascertained about them, it appears that they have had a con-
splcuously relf-serving quality. Even though wages have been shooting up faster
than the actuaries have assumed, and pension portfolios have barely stayed above
water, the actuaries have seen fit in recent years to raise interest assumptions
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more than wage assumptions. This holds down pension costs and lowers unfunded
lHabilities. The trend toward higher spreads between the two assumptions means,
of course, that actual pension cosis have been rising even faster than the 15 per-
cent rate companies have reported.

A WAY T0 “PAY” THE UNIONS

Actuaries, who are required by ERISA to certify the assumptions, insist that
their adjustments are “reasonable.” Curiously, though, a lot of the adjustments
are made around the time new labor contracts are negotiated. With an adjustment
or two in its assumptions, a company can “pay’ for a benefit increase by pushing
the costs into the future; in the meantime, reported profits are maintained and
unfunded liabilities are held in check.

Caterpillar Tractor, for example, negotiated a pension increase with the United
Auto Workers last year, but its pension expenses dropped (from $108.9 million
to $100.8 mtillion), and its unfunded vested labilitles declined (from $440 million
to $270 million). The principal reason was that Caterpillar ralsed both the in-
terest and wage assumptions, and the higher interest assumnption predominated.
The company will not disclose the figures for either assumption.

Goodyear improved the looks of its financial statements by making simtlar ad-
justments last year. It agreed to a thumping increase in pension bengﬂts for its
United Rubber Workers employees, and then raised its interest assumption from
5.6 percent to 6 percent. Unlike Caterpillar, it reported the changes quite plainly.
With a few extra calculations, and investor could figure out frem the footnotes to
Goodyear’'s annual report that the new benefits will cost 30 percent more, and that
the actuarial change reduced pension expenses by 14 percent from what they
would have been had the assumption remained unchanged.

Goodyear’'s executives are also a lot more candid about how actuarial changes
come about. As Bennett Shaver, an assistant treasurer, puts it, “It’s always good
to look at [assumptions] at the same time you have a benefit increase.” He adds,
though, that the looking comes after labor negotiations. “Otherwise, the union
could say, ‘Go ahead, raise the interest rate to 10 percent. It [a pension-benefit in-
crease] is not going to cost you anything.'”

Investors clearly would be better able to assess a company’s profit prospects if
they had & more objective measure of pension costs and liabilities. Jack Treynor,
viewing the issue from the perspective of the security analyst, asserts that “what
is needed from the pension actuary is something much more straightforward
than he now provides—namely, the present value of benefits discounted at the
riskless rate.”

Accountants also recognize the defliclencies of pension reporting, and many of
them have been arguing for greater consistency and disclosure. Shareholders
aren't likely to get a closer look at the actuarial sinews of the pension strong
men anytime soon, though. The actuaries have staked out pensions as their turf,
and they aren’t granting easements. Some actuaries are so riled about all the at-
tention unfunded liabilities have been getting that they want to stop using the
term altogether. Instead, they prefer calling them “supplemental present values,”
a euphemism worthy of an undertaker.

A BTRANGE KIND OF INSURANCE

Before the advent of ERISA, most pension agreements limited a company’s
Hability to pension-fund assets; in the event a company went bankrupt or ter-
minated its pension plan for some other reason, employees couldn’t collect any-
thing beyond what was in the pension fund. Hence, employees were always “at
risk” for any unfunded vested liabilities,

ERISA relieved employees of those risks by guaranteeing pension benefits up
to a specified limit, currently $937.50 a month. It accomplished this by trans-
ferring the risks to shareholders. The law holds a corporation liable for its own
unfunded guaranteed benefits up to 30 percent of the company’s net worth, Any
guaranteed benefits left over must be picked up by all other companies under a
scheme called “plan-termination insurance.” The “insurance” is administered
by the Pension Benefit Guaranty Corporation (PBGC), a government agency
that raises the money by levylng a per-eraployee tax on all companies that have—
defined-benefit pension plans. Thus shareholders are now “at risk” not only for
the guaranteed benefits of the companies in which they own stock but also for
those of all other corporations.
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The PBGC spreads the tax equally across all companies. Weak companies that
are likely to default pay the same “premium” per employee as strong companies
who:e risk of default is minimal. Strong companies are therefore subsidizing the
weak ones,

Plan-termination insurance tends to warp the way businessmen make decisions,
It raises the value of pension promises by assuring that the benefits will be paid.
This encourages weak companies to offer, and their employees to accept, overly
generous penston promises in lieu of additional wages. Promised benefits have the
advantage of not immediately increasing costs, as higher wages would. And a
weak company has little to lose by making pension promises: if it goes broke, the
extra liabilitles will cost the shareholders little if anything. And if the company
thl;lves, profits will be available to pay the benefits when the employees actually
retire. ‘

The insurance scheme has operated successfully for the last three years, but
some pension experts belleve it is fatally lawed. The architects of ERISA over-
looked a spectal aspect of pension-fund risk when they decided to insure benefits,
They really aren't insurable. The concept of insurance is based on the law of
large numbers, which describes what happens when events are essentially in-
dependent of one another (e.g., everyone will die sometime, but everyone will not
die at the same time). Penslon assets are invested largely in common stocks, and
the law of large numbers doeen't apply in the stock market—all stocka can go
down, and they can all go down at the same time. .

The chances of a catastrophic stock-market decline are slight, to be sure, but
prices, in real terms, have been cut in half twice during the last fifty years.
Should that happen again, it is apt to coincide with a major economic decline,
when the PBGC’s resources are likely to be strained by a surge of pension-plan
defaults. The defauiting companies’ unfunded liabflities would be swollen by
stock-market losses, forcing the PBGOC to jack up the taxes on other comfanles
to make up the huge deficits. These companies, meanwhile, would be struggling to
make up losses in their own portfolios. The added levies from the PBGC could
persuade them to abandon their plans. And the PBGC, swamped by claims,
would have to cut off benefits or turn to Congress for help.

It is possible that, even without an economic disaster, clailms against the
PBGC could force its “premiums” to go so high that many companies with solid
defined-benefit pension plans would abandon them in favor of defined-contri-
bution plans (e.g., profit sharing). Unfunded vested liabilities now total at least
$25 billion, and the great bulk of them are concentrated in several dozen large
companies, many of which are less than robust. Should the PBGC sail into a line
squsall of major bankruptcies, the tax per employee could eagily jump from its
current level of $1 to $10, $20, or even $50 a year. The PBGC is already looking
for a ‘“premium’” increase to $2.25, and it has yet to come up against its first
truly large claim. If Bethlehem Steel were to go bankrupt, for instance, other
companies would get stuck for an additional per-employee *premium” of about $4
a yeall'lmt 15 years. That, in turn, would cost General Motors aloné $3 million
annually,

S8ADDLED WITH THE HATTERS

Industries in which all employers are covered by one labor contract and pay
into a common pension plan appear to be particularly dicey propositions. Many
of those multi-employer plans, which cover about 7.7 million workers, are in deep
trouble. A lot of them cover present and former employees in anthracite coal,
hats, and other declining industries. As an industry shrinks, surviving com-
panies end up paying the obligations of their defunct competitors.

Although the PBGC doesn’t have to cover multi-employer plans until January,
it has voluntarily taken over four of them already. It has also identified eight
others—with $350 million in unfunded liabilities-—that it believes will terminate
soon. In contrast, losses on single-employer plans, which cover some 26 million
employees, have totaled about $100 million over the last three years.

Some special aspects of the insurance program increase the likelihood that
well-funded companies will opt out of the system. One of them is that provision
in ERISA making corporations liable for any unfunded benefits up to 30 percent
of the company’s net worth. The provision was included in the law in order to dis-
courage weak companies from terminating their plans and dumping all the lia-
bilities on the PBGC—in effect, on other companies.

As the law reads now, though, a company with huge unfunded Habhilities counld
still terminate its plan and get off the hook by paying the PBGO 80 percent of its
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net worth. The PBGC says it calculates net worth by judging what a company’s
assets could be sold for and deducting all liabilities. In Wheeling-Pittasburgh's
case, the company could clear its books of $274 million in unfunded vested liabili-
ties, while paying the PBGC a maximum of $110 million (80 percent of its bal-
ance-sheet net worth) and perhaps as little as $11 million (80 percent of its
stock value). Harrison Givens, a vice president of the Equitable Life Assurance
Society who has been an adviser to the PBGC, contends that the 80-percent limit
constitutes “bribery to terminate.”

HOW TO GET OFF THE HOOK FOR LESS

There i8 no evidence that companies are in fact planning to terminate in order
to dump labilities, but they may simply be waiting for a big uncertainty about
government regulations to be resolved. The PBGC's claims against a company
have the status of a tax lien. Bankers have naturally become uneasy about the
PBGC getting a llen against a company’s assets, because that claim could be
senior to theirs, Aroused by nightmares of subordinated status, the American
Bankers Association induced Congress to require the PBGC to offer corporations
“contingent employer liability insurance” covering the agency's claim against a
company. If a company could buy this insurance, it could discontinue its pension
plan and wipe out all of its unfunded labilities—without having to fork over
that 30 percent of net worth,

The PBGC began shopping around for an underwriter to supply the insurance
back in 1974 but, unsurprisingly, private insurers weren't lining up for the op-
portunity. Even Lloyds, which has insured everything from robots to Marlene
Dietrich’s legs, turned down the proposition, observing that underwriting un-
funded pension liabilities amounts to “insuring the profitability of the American
economy.” -

The PBGC is now required to offer the insurance itself. It hasn't been eager
to get into this business either and i{s now preparing an alternative proposal for
Congress. The agency wants to limit the coverage to $5 million or so, and require
that a company be in bankruptey before it can escape without any Hability for
unfunded benefits.

These recommendations are a step in the right direction, but they aren’t nearly
radical enough to wipe out the perverse incentives bullt into the pension system.
To make sure companies shoulder the risks they create for themselves, Con-
gress would be wise to dump the idea of contingent employee lability insurance
altogether and eliminate the 80 percent ceiling. Corporations should also be
required to report pension liabilities on a uniform basis so that investors and reg-
ulators can assay the true condition of the enterprise. And the PBGC should
base its “premiums” on the amount of risk & company contributeg to the system—
i.e., its unfunded guaranteed lfabilities. So long as companies can reap the bene-
fits that accompany higher risks while avoiding the costs, they are certain to
Impose all the risks on the system that they can get away with. .

It would also be a good idea to re-examine the entire issue of whether the gov-
ernment should guarantee a fixed level of future income to any particular group
in soclety—in this case retired employees. Shifting the risk of pension-fund de-
faults from employees to shareholders in general is merely a form of transferring
wealth, not an insurance program. What’s more, no amount of funding will elim-
Inate the possibility that the pension system may collapse: in the final analysis,
all corporations. as investors in each other’s stock, are dependent on one another's
profits to meet their penston obligations. In terms of the system as a whole, vir-
tually all pension labilities are essentially “unfunded.” So long as they are guar-
anteed, the Habhilitles constitute an overhanging burden not only on future profits,
but on the future living standards of all but the 85 million or s0 workers who
are covered by defined-benefit pension plans. .

[From Fortune, November 1977]
IT MAKES SoCIAL SECURITY LOOK SOLVENT

The pension bills facing shareholders pale before those that taxpayers will ~
eventually have to pay to provide retirement benefits for public employees. Con-
gressmen, governors, and mayors have run up gargantuan tabs for pensions that
are frequently more iavish than anything found in business, and they have left the

31-476 0 - 78 - 2



14

liabilities largely unfunded. As & result, the unfunded liabilities of public pension
plans dwarf the total llabilities of corporate plans—even though public pensions
cover fewer workers.

When it comes to actuarial and disclosure practices, public pension plans are
even worse than their corporate counterparts. The meager figures available chill-
ingly illustrate the politiclan’s uawillingness to look beyond the next election and
reveal an astonishing propensity for fiscal irresponsibility.

A BIG BILL IN BOSTON

New York City's pension dilemma has achieved the status of a contemporary
legend. Less widely noted is the fact that many other cities and states aren’t far
behind. Based on the latest reported data, Boston, Detroit, Los Angeles, and even
Jacksonville, Florida, have unfunded pension liabilities that exceed their net
municipal debt. Boston had unfunded labilities of $1.1 billion a year ago, and
Massachusetts had unfunded liabilities of $12.8 billion,

In Los Angeles, retirees who are struggling to get by on fixed incomes have com-
plained that soaring property taxes are foreing them out of their homes. Half of
those taxes go for the penslons of city employees. And, despite the high tax levies,
Los Angeles had unfunded liabilities of $1.6 billion at the beginning of 1975 (the
latest reported figures). ;

As in everything else, the federal government leads the pack when it comes to
piling up pension deficits. Congress, which labored for 7 years to force corpora-
tions to treat their pension obligations more responsibly, presides over a system
of its own that is so far in arrears that it makes Soclal Security look positively
solvent. By some estimates, the unfunded liabilities for federal-employee pensions
will soon reach the trillion-dollar mark. .

In a scathing report last summer, the General Accounting Office concluded
that federal pension costs and liabilities are perilously understated. Many of the
federal plans give no consideration to the effects of future pay increases and the
impact of inflation on pension annuities, many of which are tied to the consumer
price index. The reported unfunded liabilities of the civil-service system (which
includes about half of all federal employees) came to $107 billion at the end of
fiscal 1976. Based on calculations made by the system’s board of actuaries, the
true unfunded liabilities—after adjustment for future inflation—are more than
twice that amount.

WHEN THE BILL ARRIVES

The underestimation of pension liabilities and costs means, of course, that the
federal budget deficit is even bigger than reported. The GAO estimates that pen-
sion costs for federal civil-service employees were understated by $7.1 biilion
in fiscal 1976. Moreover, the unfunded liabilities have been growing geometri-
cally, despite an increase in contributions in 1969 that was designed to stem the
rise. Between fiscal 1970 and fiscal 1976, the reported unfunded.liabilities of the
civil-service system more than doubled, and payments to retired employees more
than tripled, to $8.3 billion. Assuming government wages rise 8 percent a year,
payments will hit $29 billion by 1985.

If Congress were to restate unfunded liabilities along the lines advocated by
the GAO, and then pay them off over thirty years, ae it requires corporations to
do, taxpayers would have to cough up $15 billion or more a year just to amortize
the unfunded obligations of the civil-service system. Regardless of how Congress
treats the llabilities, though, the benefits ultimately must be cut or pald. If it
doesn’t cut the benefits, the government will have to raise taxes, reduce services,

or print more money.

(From the New York Times, Jan..21, 1978]
PENSIONS: A $100 BILLION MISUNDERSTANDING

The only line that concerns modt of us about pensions from a private business is
the bot‘om line. It takes a whiff of scandal—insider shenanigans, or dealings with
gangsters—to tranform the areane world of other people’s pensions into headline
news. But the pension issue with the greatest potential impact on Americans has
little to do with improper conduct by pension managers. In the view of many
experts, private pension funds—representing retirement security for tens of mil-

\,
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lions—could have great difficulty delivering on their promises. Corporation stock-
holders, and perhaps taxpayers, may get stuck with the bill.

According to Fortune magazine, the collective obligations of corporate pension
plans may exceed thefr current assets by as much as $100 billion. The “unfunded’’
pension liabilities of at least two ma jor corporations are actually greater than the
companies’ net worth. Government-sponsored insurance makes it unlikely that
workers belonging to even the weakest pension programs will ever go hungry. But
the questionable financial underpinning of the nation's private pension system
suggests that serious reforms are in order. -

A pension, offered as an employment fringe benefit, typically promises a specific
monthly payment to a retiring employee, based on salary and the number of years
of service. Money is then set aside by the company and {nvested to cover this
Hability for 10, 20, or 30 years into the future. The amount that should be set
aside, however, i8 extremely difficult to compute. Trustees cannot be sure how
much the invested funds will earn; they thus cannot be sure how much will be
available for pension checks decades ahead. Moreover, since benefits are often
calculated on wages paid during the last few years of service, future obligations
of the fund cannot be determined until those wages are actually set.

What is known, however, is that the dismal performance of peunsion-fund in-
vestments in recent years has left hundreds of funds with much less cash than
their managers expected. For the most part, these shortfalls can be covered by
drawing on current corporate revenues that would otherwise have gone toward
profits. Nothing, however, prevents corporations from repeating their honest mis-
takes, overestimating investment earnings or underestimating future obligations,
And that is precisely what a growing group of actuaries and economists believe
}s happening today. Corporate stockholders may have some unpleasant surprises

n etore.

Tomorrow's pensioners have two lines of defense, First, pension benefits are
obligations of contract. If the funds prove inadequate, pensioners must be paid
off before stockholders receive a nickel. Second, benefits up to $11,250 a year are
insured by. a Government agency, the Pension Benefit Guaranty Corporation
(PMGC). It a company goes broke, the PBGC collects money from all other cor-
porate pension funds to keep the benefit checks moving. 8o far, the PBGC has
had to pick up the pieces of bankrupt funds on only a few occasions. But if pen-
sion fund investments turn sour in the 1980's or 1990’s, as they did in the early
1970’s, PBGC could face an annual multibillion-dollar deficit that would repre-
sent a massive drain on corporate earnings.

At that point the only alternative to saddling business with the pension debt
would be to bail out the funds with Federal tax revenues. Neither alternative is
very attractive. Hence the need for some cautionary reforms to put the pension
system back on track.

Uniform Accounting Standards.—Pension truetees are legally required to exer-

cige prudence, but prudence is hard to define. Rather than adding another layer™

of Government regulation to a field already overwheimed by regualtions, it prob-
ably makes sense only to insist that trustees publish liability estimates based on
uniform, conservative eriteria. This would give warning of trouble ahead to reg-
ulators, employees and stockholders—and deter corporate managers from sweep-
ing tomorrow’s pension problems under the rug.

Conservative Financial Incentivcs.—Unlike most insurance premiums, those
charged by FBGC bear no relation to the risks run by the insured.-All companies
chip in a fixed amount per employee, regardless of how likely the chances of de-
fault. If companies with large unfunded liabilities were charged higher premiums,
the insurance costs would be spread more equitably and those that take the big-
gest chances would have an incentive to take less,

Defined Contribution Pensions—The root of the pension fund problem 18 the
guarantee of fixed benefits in an indefinite future. Funds in which the size of the
company's contribution, rather than the promised benefits, is fixed cannot go
broke. Such “defined-contribution” plans already cover millions, and in cases
where employees are willing, could be substituted or added to “defined-benefit”
plans. This approach admittedly shifts risk from the company to its workers. But
some companies might be willing to pay a premium pension benefit to achieve that
shift.

Private pensioners aren’t begging on the streets, nor are they remotely likely
to face that prospect. It surely makes sense, however. to encourage more con-
servative pension practices by letting future pensioners and those who will ulti-
mately be forced to pay those pensions know exactly where thelr interests le.
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[From the N.Y. Times, Jan. 8, 1978}
WORRYING ABOUT THE PENSION GAP
(By Deborah Rankin)

Many financial analysts and bankers are in a cold sweat over whether the na-
tion’s largest corporations have set aside enough assets to cover the pensions they
have guaranteed their employees. In the past the ‘workers carried much of the
risk. But the Employee Retirement Income Securi'y Act of 1974 transformed
pensions from gratuities—payable to employees at a company’s discretion—to
liabilities with a potential claim on up to 80 percent of a company’s net worth.

8Such pension claims have the status of tax liens, which makes them senior to
the claims of other creditors, such as banks.

Now that the workers’ pensions are protected, the risks of shaky retirement
plans have been transferred to investors, who must consider whether a company
whose stock they are purchasing has a hidden time bomb. The trap is an under-
funded pension plan that could wipe out future profits if the assets it has in-
vested in the stock market do poorly or, even worse, devour corporate assets if
the plan is terminated. -

By one estimate, there is a $23 billion gap between the pensions that workers
have been guaranteed and the assets that have been set aside to pay for these
obligations. When the costs of contingent pension benefits that will come due
are added, the gap widens to a staggering shortfall of almost $50 billion.

The problem for investors examining the footnotes of corporate annual reports,
where pension-plan information is given, is to find a common denominator that
will allow them to compere on a uniform basis the pension figures of one com-
pany to the pension figures reported by another. Critics contend that the law
allows actuaries 80 much latitude in making pension-cost determinations that
the same numbhers ¢an have widely different meanings from company to company.

“The trouble 1s that nobody knows what pension costs are,” sald Jack L. Trey-
nor, editor of the Financial Analysts Journal and co-author with Patrick J.
Regan and William W. Priest, Jr.,, of a book, ‘“The Financial Reality of Pension
Funding Under ERISA.”

Andrew J. Cappelll and 8. Thomas Moser of the accounting firm of Peat, Mar-
wick, Mitchell & Company recently complained in a trade periodical that com-
plex accounting rules for pensions have made meaningful comparisons from
company to company “all but impossible.”

Pension cost figures are actuarially derived numbers whose size can vary dra-
matically, depending upon what assumptions the actuary feeds into the calcula-
tions. Basically, they represent the amount of money a company must set aside
today to meet itz vension obligations years from now. Minute changes in two
(ll:el;l'a assumptions can make pensjon cost figures grow or shrink by millions of

ollars.

The first important assumption, known as the “interest assumption,” concerns
the rate of return a company expects to earn on its contributions to the pension
fund. An increase of one percentage point in the interest assumption will, on aver-
age, pare pension costs by 20 or 25 percent. -

The second key assumption, known as the “wage assumption,” concerns the
rate at which wages will grow and take into account such factors as inflation
and special industry trends. This rate is crucial because most pension benefits
are tied up to the wages employees earnin their final years of work. A cut of one
percentage point in the wage assumption will reduce pension llabilities by 13
percent or s80. -

Currently there are no limitations on the numbers that companies can crank
into these critical assumptions. Although a typical interest rate assumption is
in the neighborhood of 6 to 6.5 percent, the numbers can rise as high as 9 per-
cent and sink as low as 4 percent. Similarly, although wage assumptions tend
to cluster around the 3 or 4 percent level, the range goes from zero to 8.5 percent.
311 are considered legitimate, at least by the companies and actuaries that use

em,
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Under the pension law, however, actuaries must certify that the assumptions
are “reasonable” iu the aggregate. “For example, the wage rate assumption
might be understated by two percentage points, which by itself would produce
an understatement of costs,” sald Lawrence N. Bader, vice president and actuary
with William M. Mercer Inc, an employee-benefits consulting firm. “And the
interest assumption might be understated by one percentage point, which by it-
self would produce an overstatement of costs.” The result, he sald, might be to
state costs correctly. “This is permissible under ERISA,” Mr. Bader satd, “but it
is debatable whether it is sound actuarial practice.”

It is not unusual for companies to periodically alter their interest and wage
assumptions. Indeed, many companies increased their interest assumptions after
the bull stock market of the 1960's from a level of 8 to 4 percent to the current
level of 6 to 6.5 percent. The market's precipitous decline since then has made
some of the more optimistic assumptions suspect.

Most analysts’ attention is focused on the size of the “unfounded vested bene-
fits” of American business. This is a net figure that represents the difference be-
tween the benefits & company is legally obligated to pay to workers, even if they
quit tomorrow, and the amount of assets, such ac stocks and bonds, it has on
hand to pay for these future obligations.

Even this number can be tricky, however. Just as companies can fiddle with the
assumptions (such as interest-rate growth) that are used to compute the Hability
side of the equation, they also can—and do—use different methods to ariive at
the asset side. -

A recent study of 40 large industrial corporations by BEA Associates, a New
York-based investment counseling firm, found that even though the aggregate pen-
slon assets of the sample rose by 27 percent in 1976, to $39.8 billion, the total
unfunded vested benefits rose by 8 percent, to $12.3 billion. Furthermore, un-
funded vested benefits as a percentage of the average company’s net worth in-
creased from zero in 1973 (which meant the average company was fully covered)
to 7.5 percent of net worth in 1976.

“These numbers are incredible,” said Mr. Regan, the co-author of the book on
pensions and a vice president of BEA. “Even though pension assets were grow-
ing, the plans wound up worse funded than they had been. What would have
happened if the company and the stock market collapsed?

There is growing pressure to standardize the way companies account for their

~—pension costs and disclose the actuarial assumptions underlying them. While
most of the pressure has come from the pension law, which requires pension
plans to submit financial statements annually to the Department of Labor and
the Internal Revenue Service, other supporters of uniformity are accountants and
bankers. As creditors, the bankers are especlally concerned because of their pre- ~
carious position should a company pension plan fail and the Government go
after some of the corporation’s assets.

The Financial Accounting Standards Board, the private sector’s top authority
on accounting procedures, had tentatively recommended that major pension plans
standardize their financial reports to plan participants. This could have laid the
groundwork for standardizing the reporting of pension costs.

But the intense opposition from actuaries, who resented the acconntants’ in-
trusion and contended that the rule would increase actuarial costs without help-
ing beneficlaries, made the board delay. So it will probably be years before the
board gets around to debating the proper accounting method for pension costs,

STATEMENT OF IAN D. LANOFF, ADMINISTRATOR, PENSION AND
WELFARE BENEFIT PROGRAMS, 7/.S. DEPARTMENT OF LABOR

‘Mr. Laxorr. Thank you, Mr. Chairman, Senator Curtis, I would
like to thank you for inviting me to speak to this subcommittee today
on accounting and actuarial disclosure practices in pension funds.

With me. to my left. is my special assistant, Dr. Thomas C. Wood-
ruff who, since December, has been coordinating a review of these
disclosure practices, particularly as they relate to the reporting and
disclosure of pension fund benefit liabilities.

ﬁiTo my right is Larry Long, who is with the Department’s legislative
office.
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In my remarks today, I will primarily address the Department of
Labor’s efforts toward improving the disclosure of private pension _
fund liabilities in pension fund financial reports.

While we believe that the results of our efforts on pension fund dis-
closure may have implications for corporate financial disclosure, we
are not prepared to speak on that subject today.

Mr. Chairman, during the past year, a number of articles have ap-
eared in newspapers and business magazines regarding pension plan
iabilities and how those liabilities are to be calculated. These articles

have made two general claims: First, that the size of pension fund bene-
fit liabilities threatens the financial sccurity of many companies, and
second, that the lack of uniform accounting and actuarial data on pen-
sion plans makes it difficult for beneficiaries, corporate shareholders,
the public, parties involved in collective bargaining and the Govern-
ment to know what the real benefit liabilities of the ﬁms are.

At this time, Mr. Chairman, I would like to submit for the record
two speeches which I delivered during the late winter and early spring
of this year. In the first speech, entitled, “Are Pension Funds Really
Jinxed,"” I analgrzed and then proceeded to take strong exception to the
claim made in the media that the financial security of many companies
is threatened by their pension liabilities.

The problem is that the media relies, all too often, upon inaccurate
or inappropriate liability figures. However, in that same speech, I
agreed with the complaint that inadequate accounting and actuarial
data is available for disclosure purposes because of actuarial assump-
tions and methods used in calculating pension plan liabilities.

My concern over the lack of data regarding calculation of benefit
liability figures led ine to initiate a review of the Department’s report-
ing and disclosure requirements for annual and actuarial accountin%
data for pension plans on schedule B, the actuarial reports portion.o
the 5500 annual financial report to the Department of Labor and the
Internal Revenue Service.

In the second speech, delivered on May 22, 1978 before the ERISA.
workshop group at Cornell University, I announced that we had
largely completed that review and expected to soon request public com-
ment on & series of changes in schedule B incorporating the following
four principles:

No. 1, the annual reporting of accrued vesting and nonvested bene-
fits for all defined benefit pension Plans with over 100 participants.

No. 2, the requirement that all plans use a single actuarial cost
method, the accrued benefit unit credit cost method for calculating
these accrued benefits figures.

No. 3, disclosure on tﬁ:form of major actuarial assumptions.

No. 4, guidelines indicating that the assumptions selected should

reﬂeflt t]lxe anticipated experience of an ongoing, rather than termi-
nated, plan.
. rThispmorning, Mr. Chairman, I will elaborate briefly upon my
earlier announcement of these basic principles. I will brieﬁﬁ escribe
the basis of the principles and explain the proposed changes to
schedule B.

Our proposed changes to schedule B resulted from & long series of
meetings with various groups over the past several months, including
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meetings with representatives of the Financial Accounting Standards
Board, the American Institute of Certified Public Accountants, the
American Academy of Actuaries, the ERISA Advisory Committee,
tshee Pension Benefit Guarantee Commission, and the Internal Revenue
rvice. :

. These meetings all confirmed the need to make changes in the report-
ing of these important data. An important consideration underlying
our expected proposals is their cost and the degree of burden they im-
pose upon plans. I am advised that the costs for plans in reporting this
information in the form we expect to propose is nominal and signifi-
cantly less than the alternatives we have projected. ‘

This is consistent with the Department’s approach to reporting that
we demonstrated during this past year when we reduced paperwork
requirements contained in the 5500 annual report form in five signifi-
cant ways. The key, we believe, is to require the reporting of only

-necessary information in the least burdensome way. It is also our hope,
and expectation, based on discussion with representatives of FASB,
that our proposals for the annual reporting forms will be accepted by
FASB when it sets standards for the financial statements on which the
accountant signs off, thereby avoiding unnecessary double work for
accountants and higher plan costs.

It is my hope that the changes we now have under consideration will
lessen the uncertainty and confusion that currently surround dis-
closure of private pension plan benefit liabilities. In the end, the
elimination of much of this uncertainty should have a positive impact
on the growth of these plans.

Pursuant to the requirements of section 103(d) (1) and (3) of
ERISA, defined benefit pension plans disclose accrued benefits, value of
assets, unfunded accrued benefits on schedule B of the 5500 annual -
report to the Department of Labor and IRS. )

The value of vested benefits is only required to be reported if calcu-
lated and therefore, already available. . .

In footnotes to corporate financial statements, the SEC requires dis-
closure of unfunded accrued benefits and the Financial Accounting
Standards Board requires disclosure of unfunded vested benefits.

In addition, section 103(d) ( 6} of ERISA calls for a display of the
present value of pension plan liabilities for nonforfeitable benefits
allocated by ERISA section 4044, termination priority categories.
This requirement has been waived by the Department for plan years
1975, 1976, and 1977.

Both the disclosure of accrued benefits under ERISA section 103
(d) (1) and the displ? of plan nonforfeitable benefits under section
103(d) (8) were intended to provide plan beneficiaries, Federal agen-
cies and investors in private corporations supporting the pension plans
with some measure of the adequacy of pension plan assets to meet bene-
fii. payout obligations. . .

The figures on all of these reports, however, including those required
by the SEC and FASB are calculated using a number of accepted ac-
tuarial methods and assumptions. The choice of methods and assump-
tions can, however, significantly change the value of the figures, as you
mentioned this morning, Mr. Chairman.
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This freedom of choice for plan actuaries has led to questioning
among accountants and investors about the adequacy of these figures
for disclosure of pension plan assets and liabilities.

The work of the three ERISA agencies—Labor, Treasury and
PBGC—has been hampered by this lack of uniformity and full
disclosure.

In our first proposal, we expect to recommend waiver of section 103
(d) (8) requirements. Section 4044 priority categories require elaborate
calculation of each individual’s benefit priority status. Our analysis
indicates, for example, that one beneficiary might fit into any or all
of section 4044’s six prioritly cate?oriee.

Performing such annual calculations on each individual participant
could be expensive and burdensome to plans.

The authors of section 103(d) (6) apparently believed that bene-
ficiaries could look to allocation categories to assess their likelihood of
receiving future benefits, PBGC’s experience to date, however, indi-
cates that the financial condition of the companies or industries con-
tributing to the plan may be a better indicator of whether the plan
m:}y terminate or otherwise in funding problems in the future.

n other words, unless we also require corporate financial disclosure
alongside the pension fund data, we probably cannot adequatel{ meet
the intent of 103(d) (8) to inform beneficiaries of the probability of
the pension fund’s likelihood of meetini pension payments. At the
present time, however, we do not have either the specific statutory au-
thority or the desire to require such reporting.

Our efforts, instead, have been focused on improving the reporting
of the pension funds. Participants in pension plans have an interest in
knowing whether their pension fund will be able to pay for benefits
during the benefit payout period and, if not, how much the PBGC will
guarantee upon plan termination. Most plan participants are enrolled
in ongoing pension plans that will not terminate.

We believe that to retgxire all plans to disclose 103(d) (8) figures
that are relevant to less than 1 percent of pension plan participants is
unduly burdensome. For that reason, we expect to continue to waive
the requirements of section 103(d) (6).

Section 3 of ERISA defines acceptable actuarial cost methods that
may be used{),y nsion plan actuaries for funding standard account
calculations. Unfortunately, the use of some of these methods which are
appropriate for funding calculations may result in misleading numbers
for statements of accrued benefita,

When these misleading figures are then compared to pension plan
assets, misleading figures for unfunded liabilities are created. It is
our belief that the accrued benefit cost unit credit method is the proper
method for calculating the accrued benefit figures. This method, un-
like the others, allocates benefit accruals to periods of time that are re-
lated ﬁo actual service performed by the employees covered by the pen-
sion plan.

Furthermore, we believe that the assumptions used by the plan ac-
tt;ary should explicitly reflect the expected experience of an ongoing
plan.

In addition to the choice of assumptions, we expect to propose that
the accrued benefits statements reflect the pension obligations current
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to the end of the plan year. This is necessary in order that these figures
be current to the same day as other financial data reported on the 5500
annual report, particularly the current value of plan assets.
Many Klan actuaries currently calcutate the value of vested benefits
because their plan sponsors are subject to the guidelines of APB opin-
ion No. 8. Common practice is to use the accrued benefits cost method
for calculating this figure. '

However, there still exists some degree of variation in the practice
of calculating this figure,

Our expected proposals on the choice of methods, fuidelines as to
assumptions and the timing of the calculations would alleviate most
of this variation.

In order to represent fairly the accrued benefit obligations for an
ongoingeplan, it is necessary to include a statement of accrued non-
vested benefits. '

In calculating the value of accrued nonvested benefits we again ex-
pect to propose that the plan actuary use the accrued benefit cost

-~ - method. Currently, the greatest distortion in the calculation of accrued
benefit liabilities due to the choice of actuarial cost methods occurs in
the calculation of nonvested benefits.

'We believe that a requirement to use the accrued benefit cost method
for calculating accrued nonvested benefits would eliminate these
distortions.

Depending upon the provisions of the particular pension plan, the
present value of accrued nonvested benefits may also be subject to as- .
sumptions about future services. For example, in a pension plan where
the level of pension benefits is based on final salary prior to retirement,
the value of accrued benefits based on service to date is subject to the
assumption of the level of final salary.

Therefore, for plans that have provisions such as final salary that
may change the value of accrued benefits contingent on future events,
two nonvested benefit figures would be required.

No. 1, accrued nonvested benefits historical, based upon current
compensation levels and current entitlements, and two, additional
accrued nonvested benefits projected, based upon anticipated changes
in the value of accrued benefits due to future events.

If the above-proposed changes in schedule B were adopted, the fol-
lowing calculations could be performed: Figure 1, unfunded vested
benefits equal accrued vested benefits minus current value of assets

Figure 2, unfunded total accrued benefits historical equal accru
vested benefits plus accrued unvested benefits historical minus current
value of assets. : '

Finally, figure 3, unfunded total accrued benefits projected equal
accrued vested benefits plus accrued nonvested benefits historical plus
additional accrued nonvested benefits projected minus current value of
assets.

We believe that the above three calculations will reveal an accrued
benefit liability figure that is more meaningful than those that are
currently available. -

Figure 1 represents a fair comparison between the entitlements of
participants to pension benefits and current assets. Figures 2 and 3,
however, should not be used in isolation. They will be most useful for
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analysis on a multiyear basis as measures of the changing character-
istics on ongoing plans.

The fact that 2 and 3 may be greater than zero in any particular
.. year need not necessarily be alarming to either plan participants or to
plan sponsors. What would be important, it seems to me, are changes in
these figures over a number of years.

In addition, trends in the individual items in acerued benefits would
bcls useful in analyzing changes in the structure of benefits in the various
plans.

In conclusion, Mr. Chairman and members of the subcommittee, we
believe that these proposals on the disclosure of accrued benefits in
schedule B on defined pension benefit plans, if adopted, would disspell
the current confusion that has been generated by lack of uniformity.
These proposals would help plan participants, plan sponsors, investors,
the ERISA agencies and the public determine the ongoing obligations
of these private pension plans.

We do not know whether all of these proposals are applicable to dis-
closure of public plan benefit obligations. We currently, however,
are supporting a research project that may help us make this
determination,

We hope that ourd concern with these issues will ultimately result
in greater income security for the American workers participating in
the private pension system.

Thank you. I am prepared to answer any questions you may have.

Senator BExTseN. I think we will interrupt the presentation of the
;-lest of the witnesses at this point to comment on what you have done

ere,

I am pleased with some of the simplification that has taken place.
We have passed a bill out of this committee for a substantial amount
of pension simplification, to try to ease the burden for the partici-
pants, and particularly for small pension plans.

I am all for trying to achieve some kind of standardization here so
that participants really know what they are going to receive and have
greater confidence in the system, but the one thing I want to be sure
o{ is that there are not further burdens on some of the small pension

ans.

P Now, as I understand what you are proposing, you are talking about
new rules for plans with over 100 participants. Under ERISA these
plans agre required to obtain an outside audit anyway. Is that not
correct

Mr. LaNorF. Yes, Mr. Chairman, although I believe we have waived
the requirement for——

Senator BexTseN. What, in here, will make it any more burdensome
for some of these small pension plans. Will it, in any way ¢

Mr. Laxorr. We do not believe so, Mr. Chairman, since the computa-
tion of the figures that we are seeking will not be required of the
smaller plans.

S]fn?ator BexTsEN. Of those with under 100 participants; is that not
right

%\Ir. La~orr. That is right. We believe that the turnover rate in most
of these smaller plans would make the information provided under
this approach virtually meaningless to participants anyway and, meas-
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ured against the cost and potential burden for small plans, we just de-
cided to exempt them from these particular requirements.

Senator BentseN. Even for those over 100 participants. I want to be
sure we are not putting on another layer of regulations. I do not be-
lieve we are, from what I see of your proposal. Again, we are talking
about a standardization.

What are the objections you are getting to it? What do some of the
plans tell you, other than the fact that it gives them greater flexibiliy
in their assumptions so they continue to show whatever profits they
want in their company and ease the pain of any negotiations on wa.?es?

Mr. LANoOFF. ngl, according to reports I have received, most plans
over 100 already have this type of work performed for them and the
additilonal costs would be nominal. But perhaps Dr. Woodruff would
like to speak to this, since he is the one who has personally met with
some of these plans and some of these groups. .

Mr. Woopru¥Fr. Yes, Mr. Chairmen, from our discuseions with plan
actnaries and other representatives of plans, this requirement would
basically make the plan actuary perform a set of parallel calculations
when he performs his normal actuarial evaluation.

We believe, after having had discussion with these actuaries, that
the incremental costs of performing these paralle]l calculations really
will be nominal. It basically will mean that they will perform a sepa-
rate program in their actuarial evaluation for the accrued benefit
statement, but we have taken care, in the timing of the calculation, to
insure that this will not require an additional actuarial evaluation
which we think might be burdensome to some plans.

Senator BExTsen. Well, public confidence 1s absolutely essential, I
think, for us to have these pension plans, the continuation of them.
And it seems to me that standardization of the actuarial procedures
Ezed and accounting procedures would give you more public con-

ence.

What do you think about symmetry between the pension fund ac-
counting and that of the employer?

Mr. Lanorr. Well, as I mentioned in my testimony, we are not really
prepared to deal with the issue of employer disclosure today, although
we feel that our proposals for pension fund disclosure may have im-
pact on what is required for employer disclosure.

Senator BENTSEN. Senator Curtis?

Sensator Curtis. Thank you, Mr. Chairman,

There is nothing about your paper that leaves any doubt in my mind
as to your capability, but, just for the record, tell me a little bit about
your background from the standpoint of accounting training and
experience.

fr. Laxorr. Well, perhaps Dr. Woodruff, who I have assigned to
direct this project, should respond. I have really nothing in my back-
ground that would——

Senator Curris. You are not an accountant

Mr. Lanorr. That is right. I am a lawyer.

. Senator Curris. Mr. Woodruff, let’s have the background of your
raining.

Mr. WoopruFr. Yes. One of the problems that we faced was that,
for this particular disclosure, there was a need not only for accounting
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background but also for actuarial and other backgrounds. My own
training is in economics.

Senator CurTis. You arenot an accountant nor an actuary {

Mr. Woobrurr. No.

But we have, on our staff at the Labor Department, actuaries. We
also have consultants who are actuaries and accountants whom we
have consulted as we progressed on the development of this proposal.

Senator Curris. Now, does your office accountancy expertise come
from outside advisors, or can you give me the names of qualified ac-
countants that are in your section ¢

Mr. Wooprurr. We have the head of our Office of Regulatory
Standards and Exceptions, Fred Stuckwisch, who is a certified public
accountant, -

Senator Curris. Has he had experience in non-Government work ?

Mr, Lanorr. Yes, Mr. Curtis. I believe he was a CPA with the Peat,
Marevick, Mitchell & Co. before coming to Government.

Se;l;tor Curris. How many people do you have on your advisory
pane -

Senator BentseN. This is a side comment, and not directly on what
You are saying, but we will have two witnesses who are partners in
Arthur Anderson, accountants, of course, and we will have the presi-
dent of the American Academy of Actuaries appearing.

Senator Curris. Now, this advisory group, how many are on that?

Mr. Wooprurr. We have what is called & reporting and disclosure
work group and, on that, the reporting and disclosure work group,
whom we have met with on this issue on several occasions, we have a
representative of the American Institute of Certified Public Account-
ants, the American Academy of Actuaries, as well as several repre-
sentatives of industry and plans who have accounting and banking
investment backgrounds.

Senator Curtis. And how large is this group?

Mr. Wooprurr. It is, I believe, about seven.

Senator Curtis. Seven, or 704

Mr. Wooprurr. Seven,

Senator Curris. Seven.

Do any of those seven accountants handle pension reporting for
smaller companies; companies that have 200 employees or less

Mr. Wooprurr. Some of the firms do handle small plans, though
they also handle large plans.

nator Curtis. Now, by “firms,” what kind of firms are you talk-
ing about? Are you talking about the company which operates the
pension or a firm that they employ

Mr. Wooprurr. On the advisory council, the members are primarily
from a larger accounting and actuarial firm, as well as large
corporations.

nator Curris. Are they the larger accounting firms?

Mr. Wooprurr. That is right, but some of the larger accounting
firms handle the accounts of small pension plans.

Senator Curris. I understand. _

Mr. Lanoff, do you agree that it should be the policy of Govern-
ment to encourage the creation of private pension plans?

Mr. LaNorr. Oh, definitely, Senator Curtis.
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Senator Currtis. That has been reversed since the passage of ERISA,
has it not? The number of pension plans created has 'slowed down
almost to a trickle and the number of pension plans that have been
discontinued has increased several fold. Is that not right

Mr. Laxorr. As far as T am aware, Senator Curtis, there is no study
at this point which we accept as being valid which indicates precisely
the number of plans that ll)m,ve terminated since ERISA’s passage,
The closest study to accomplishing that that I am aware of is the
recently issued report of the General Accounting Office and, in that
report, the GAO, based on its study of some of the plans that termi-
nated since the passage of ERISA, found that, for the.most part, it
was not ERISA requirements that led these plans to terminate. That,
for those that did terminate primarily because of ERISA, the cause
was attributed to the disinclination of these plans to meet the mini-
mum standards requirements, the vesting participation and the fund-
ing standards, of ERISA.

And finally, that, not withstanding the number of terminations
since the enactment of ERISA, all in all, participants in the private
pension plan system because of ERISA were now more likely than
prior to ERISA to receive earned benefits.

So, for the most part, those of us who believe strongly in this law
and the reforms it contains, were very pleased with the results of that
study.

I also understand——

Senator Curtis. I am sure you would be, but I think the cold facts
show that there has been a great speed-up in the termination rate.

Now, as I understand you, your reply was not totally responsive to
my question. My question was not whether or not the reporting pro-
cedures or the accounting procedures caused plans to terminate, but
whether ERISA in its total impact caused more plans to terminate
and I believe here we should keep in mind also that the private pension
%llairllsé Kxad been reporting to only one Government agency before

Then I think the Congress went pretty far in some of the other areas
strictly by fixing the funding and participation requirements and
subjecting pension mansgers and owners of companies to fines for
noncompliance.

It was my privilege to attend the all-day panel session on ERISA
a couple of years after it had been enacted. It was sponsored by the
Bar Association, the accountants, the insurance companies, the banks
and trust companies, and we had some very able speakers in there. And
I was around there all day. There was not & single individual who held
up his hand or, in private conversation, said how do you start a pension
plan. But the whole tenor of the feeling of the people in the audience
was, how do you terminate one #

So it may be that everything you have recommended here is all right,
but in addition to having representatives of large accounting firms who
happen to have some work for smaller companies with their pension
plans, I think you ought to reach down and have some actual owners of
companies and some actual local CPA’s who handle plans for small
companies, look over the recommendations before this committee takes
any action. '
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Large accounting firms are very important to our economy and they
have some exceedingly able people and oftentimes have people who
make recommendations to the Congress that are very valuable, On the
other hand, they seem to see only the problems that affect the largest
plans and they may be unaware of the problems that affect the smaller
plans. I am interested in doing what should be done, but not makin,
1t any more burdensome for the local industry which has a couple o
hundred employees or less and uses a local accountant who is well-
qualified, but is unaffiliated with the major firms. That accountant
would know the problems ERISA is causing for the small plans.

I think their reactions to the proposals would be invaluable to the

" Congress. I think that is very much in the spirit of the questions raised
by our chairman as to what this does to small people.

I am not criticizing what you said. I just do not know the merits of
these proposals.

Mr. Lavorr. I agree with what you are saying, Senator Curtis, about
us consulting with all types of representatives of these plans, including
those, of course, who either run or service smaller Flans, and we do in-
tend to propose what we have talked about today for public comment.
But, in addition, based on what you are saying, I will agree, of course,
to actively solicit comments from representatives of, or those who
service, the smaller plans.

Also, I believe Mr. Woodruff wanted to add that he has met with
some of the representatives of smaller plans in this process.

Mr. Wooprurr. Yes, Senator. We, in developing these proposals, in
addition to the recordkeeping work group that we mentioned in our
testimony, met with the small plans work quP of our public advisory
committee, and based in part on the results of those meetings, we de-
cided to exempt from this requirement small plans.

. They mertioned to us the two points that we made in the testimony,
one being that we determine that, on a per participant basis, the cost
of this being too burdensome, at least given current practice in the

“actuarial industry; and that secondly, we felt that the benefits that
we derived from these figures in small life plans where the variation
could be substantial from year to year because of employee turnover,
was minimal so we decided to waive this requirement for small plans.

We continued to meet with that work grouglto develop other alterna-
tives to this or other reportin uirements that we would have.

Senator Curtis. Just one other brief question. Does the Treasury and
the IRS concur in your presentation this morning?

Mr. Lanorr. We have met with the Chief Actuary at the Internal
Revenue Service and believe that we have their concurrence on our ap-
proach. We have been working, and the reason that we are not, at this
point, proposing the form for publication, we now have a group that is
working with the forms people at the Internal Revenue Service to de-
velop the actual form, and that, at that time, we will know exactly
where they stand, comFletel . N

hSenator BeNTSEN. The Treasury will prepare a detailed statement on
this.

Senator Curtis. My question is, whether Treasury and IRS are
together in what they are recommending.

r. Laxorr. We believe we are on the basic principles,
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Senator BENTsEN. I have looked at the General Accounting Office
study, and scanned that, and then, in turn, statements from Treasury
and IRS on what was happening in the plans. And I think there 18
general agreement that there are 8 number of reasons, not just one, for
gmall plan terminations.

One reason is paperwork, but another one is funding and some plans
not desiring to fund at the minimum levels as set forth in ERISA.

Were there any further comments or statements to be presentedt

Thank you veriv:l much, gentlemen.

Mr. Lanorr. Thank you, Mr. Chairman.

[The prepared statement of Mr. Lanoff follows:]

STATEMENT OF IAN D. LAKOFF, ADMINISTRATOR, PENSION AND WELFARE BENEFIT
- ProcRAMS, U.S. DEPARTMENT OF LABoOR

Mr. Chairman and Members of the S8ubcommittee :

I would like to thank you for inviting me to speak to this subcommittee today
on accounting and actuarial disclosure practices in pension funds. With me is my
Special Assistant Dr. Thomas C. Woodruff who since December, has been coordi-
nating a review of these disclosure practices—particularly as they relate to the
reporting of pension fund benefit liabilities.

In my remarks today, I will primarlly address the Department of Labor's efforts
directed toward improving the disclosure of private pension fund benefit liabilities
in pension fund financial reports. While we believe that the results of our efforts
on pension fund disclosure may have implications for corporate financial disclo-
sure, we are not prepared to speak on that subject today. - ’

Mr. Chairman, during the past year, a number of articles have appeared in
newspapers and business magazines regarding pension plans labilities and how
those liabilities are to be calculated. These articles have made two general claims:
First, that the size of pension fund benefit liabilities threatens the financial se-
curity of many companies, And, second, that the lack of clear and uniform ac-
counting and actuarial data on pension plans make it difficult for beneficiaries,
corporate shareholders, the public, parties involved in collective bargaining, and
the Government to know what the real benefit 1iabflities of the plans are.

At this time, Mr. Chairman, I would like to submit for the record two speeches
which I delivered during late winter and early spring of this year. In the first
speech, entitled, “Are Pension Funds Really Jinxed?”, I analyzed and then pro-
ceeded to take strong exception to the claim made in the media that the financial
security of many companies is threatened by thelr pension liabilities. The prob-
lem is that the media relles upon inaccurate or inappropriate liability figures.
However, in that same speech I agreed with the complaint that inadequate ac-
counting and actuarial data is avallable for disclosure purposes because of
actuarial assumptions and methods used in calculating pension plan liabilities.

My concern over the lack of data regarding calculation of benefit liability
figures led me to initiate & review of the Department’s reporting and disclosure
requirements for annual actuarial and accounting data from pepsion plans on
Schedule B, the actuarial report portion of the 5500 annual financial report to
the Department of Labor and the Internal Revenue Service.

In the second speech delivered on May 22, 1978, before the ERISA Workshop
Group at Cornell University, I announced that we had largely completed that
review and expect to soon request public comment on a series of changes to
Schedule B, incorporating the following four principles:

(1) The annual reporting of accrued vested and nonvested benefits for all
defined benefit pension plans with over 100 participants;

(2) The requirement that all plans use a single actuarial cost method, the
accrued benefit (unit credit) cost method for calculating these accrued benefit

res ;
(8) Disclosure on the form of major actuarial assumptions; and
(4) Guidelines indicating that the assumptions selected should reflect the
__anticipated experience of an ongoing—rather than terminating—plan.
This morning, Mr. Chairman, I will elaborate upon my earlier announcement of
these basic principles. I will briefly describe the basis of the principles and ex-
plain the proposed changes to Schedule B,
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Our proposed changes to Schedule B resulted from a long series of meetings
with various groups over the past several months, including méetings with rep-
resentatives of the Financial Accounting Standards Board (FASB), the Ameri-
can Institute of Certified Public Accountants (AICPA), the American Academy
of Actuaries (AAA), the ERISA Advisory Committee, the Pension Benefit Guar-
anty Corporation, and the Internal Revenue Service. These meetings all con-
firmed the need to make changes in the reporting of this important data.

It is my hope that the changes we now have under consideration wil] lessen
the uncertainty and confusion that currently surround disclosure of private pen-
sion plan benefit liabilities. In the end, the elimination of much of this uncertainty
ghould have a positive impact on the growth of these plans.

THE PROPOSALS

Pursuant to the requirements of section 103(d) (1) and (5) of ERISA, de-
fined benefit pension plans disclose accrued benefits, (also known as accrued lia-
bilities), value of assets, unfunded accrued benefits and value of vested benefits
(if calculated) on Schedule B of the 55600 Annual Report to the Department of
Labor and IRS. In footnotes to corporate financial statements, the SEC requires
disclosure of unfunded accrued benefits, (also known as unfunded accrued lia-
bilities), and the Financial Accounting Standards Board (through APB Opin-
on No. 8) requires disclosure of unfunded vested benefits.

The calculations for all of these figures are currently performed by the pension
plan actuaries at the time that they perform their funding standard account
(FSA) actuarial evaluation. In general, the actuary uses the FSA-derived figures
for these disclosure requirements.

In addition, section 103(d) (6) of ERISA calls for a display of the present
value of pension plan labilities for “nonforfeitable” benefits allocated by ERISA
section 4044 termination priority categories.

This requirement has been waived for plan years 1975, 1976, and 1977.

Both the disclosure of accrued benefits under ERISA section 103(d) (1) and
the display of plan unforfeitable benefits under section 103(d) (6) were intended
to provide plan beneficiaries, interested Federal agencies, and investors in the
private corporatiors supporting the pension plans with some measure of the ade-
yuacy of pension plan assets to meet benefit payout obligations.

The accrued benefit figures are calculated using a number of acceptable ac-
tuarial methods and assumptions. The choice of methods and assumptions can,
however, significantly change the value of the figures. This had led to questioning
among accountants and investors of the adequacy of these figures for disclosure
of pension plan assets and liabilities. The work of the three ERISA agencies—
the Department of Labor, the Department of Treasury (IRS8), and the Pension
Benefit Guaranty Corporation (PBGC)—has also been hampered by this lack of
uniformity and full disclosure,

Last year in its exposure draft on defined benefit pension plan accounting, the
:‘lnancial Accounting Standards Board called for uniformity in calculating these

gures,

As I mentioned earlier, we began a review of the Schedule B requirements last
December. The purpose of the review was to reevaluate the Department’s posi-
tion on section 103(d) (6) and to explore whether uniformity in the presentation
of accrued benefits Is desirable from the standpoint of the needs of peusion plan
beneficiaries as well as the three ERISA agencies.

WAIVER OF S8ECTION 103 (D) (6)

Section 4044 priority categories require elaborate calculations of each indi-
vidual's benefit priority status. Our analysis indicates that one beneficiary might
fit into any or all of section 4044's six priority categories. Performing such annual
calculations on each individual participant could be expensive and burdensome

to plans.

The American Academy of Actuaries and the ERISA Recordkeeping, Reporting
and Disclosure Work Group have recommended that this requirement of section
103(d) (8) be waived.

In the event, however, DOL should deem some estimate of priority categories
desirable, this group also suggested an alternate method of displaying the cate-
gories. While the suggested alternative would be much less expensive to calcu-
late, it could vary substantially from the true calculations, thus misleading an
individual seeking information about his/her benefit security by such a display.

91-478 O -8 -8
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The authors of section 103(d) (68) apparently believed that beneficiaries could
look to allocation categories to assess their likelihood of recelving future benedits.
PBGC’s experience to date indicates that the financial condition of the company,
companies, or industry contributing to the pension fund may be a better indicator
?ttwhether the plan may terminate or otherwise incur funding problems in the

uture.

In other words, unless we also require corporate financial disclosure alongside
pension fund data, we probably cannot adequately meet the intent of sectton
103(d) (6) to inform beneficiaries of the probabllity of a pension plan's likelihood
of meeting pension payments.

At the present time, however, we do not have either the specific statutory au-
thority or the desire to require such reporting. Our efforts have been focused- on
improving the reporting of the pension funds.

The ultimate measure of beneflt security for pension plan participants in a
terminating plan rests with the level of guarantees provided by the Pension Bene-
fit Guaranty Corporation. Should a pension plan terminate, the plan participants’
entitlements to benefits are determined by section 4022 of ERISA,

In general terms, pension guarantees of vested Lenefits are limited by a maxi-
mum amount (currently about $1,000 per month) as well as phase-in rules for
plan benefit increases.

Therefore, participants in such plans have more of an interest in knowing
whether their pension fund will be able to pay for benefits during the benefit
payout period and, if not, how much the PBGC will guarantee upon plan termi-
nation. Most plan participants are enrolled in ongoing pension plans that will
not terminate. We believe that to require all plans to disclose section 103(d) (8)
figures that are relevant to less than 1 percent of pension plan participants is
unduly burdensome. Therefore we are concentrating on improvements to benefit
disclosure for ongoing plans and are constdering recommending that this require-
ment of section 103(d) (8) continue to be waived.

THE CHOICE OF ACTUARIAL COBT METHOD FOR CALCULATING ACCRUED BENEFITS

Section 8 of BRISA defines acceptable actuarial cost methods that may be used
by pension plan actuaries for funding standard account calculations. Unfortu-
. nately, the use of some of these methods—which are appropriate for funding
calculations—may result in misieading numbers for statements of accrued bene-
fits. The accrued benefit figures derived from some of these methods do not
necessarily reflect benefits earned by employees’ past services, but rather the
portion of total pension costs which the actuarial cost method allocates to past or
accrued services.

When these misleading figures are then compared to pension plan assets, mis-
leading figures for “unfunded” liabilities are created.

It 18 our belief that the accrued benefit cost (unit credit) method is the proper
method for calculating the accrued benefit figures. (Actuaries may still use the
other methods for funding purposes). This method—unlike the others—allocates
benefit accruals to periods of time that are related to actual service performed
by the employees covered by the pension plan.

Furthermore, we believe that the assumptions used by the plan actuary should
explicitly refiect the expected experience of an ongoing plan.

For example, the choice of the interest rate for discounting the value of bene-
fits on the present should refiect the anticipated earnings experience of the pen-
sion plan’s assets over the benefit payout period.

In addition to the cholce of assumptions, we expect to propose that the acerued
benefit statements refiect the pension plan’s obligations current to the end of the
plan year. This 18 necessary in order that these figures be current to the same
date as other financial data reported on the 5500 Annual Report—particularly the
current value of plan assets.

We do underatand that many actuarial firms currently perform their normal
actuarial evaluations during—rather than at end of—the plan year. We would
not be asking them to change this procedure. Instead, plan actuaries would be
permitted to project their calculations to the end of year as long as they believe
that those projections reasonably reflect the condition of the plan at that time.

STATEMENT OF ACCRUED VESTED BENEFITS

Many plan actuaries currently calculate the value of vested benefits because
their plan sponsors are subject to the guldelines of A.P.B. Opinion Number 8.
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gommon practice 18 to use the accrued benefit cost method for calculating this
gure.

However, there still exists some degree of variation in the practice of calculat- .
ing this Agure. Our expected proposals on the choice of methods, guldelines as
to rt:ns}mptions, and the timing of the calculations would alleviate most of this
variation.

STATEMENT OF AOCRUED NONVESTED BENEFITS

In order to represent fairly the acecrued benefit obligations for an ongoing
plan, it is necessary to include a statement of accrued nonvested benefits. Non-
vested benefits should not be thought of as current liabilities of the pension plan.
Rather, nonvested benefits are liabilities that are contingent on future service
by the plan participant.

In calculating the present value of accrued nonvested benefits, we expect to
propose that the plan actuary use the accrued benefit cost method. Currently the
greatest distortion in the calculation of accrued benefit liabilities due to the
cholce of actuarial cost method occurs in the calculation of nonvested benefits.
We belleve that a requirement to use the accrued benefit cost method for calcu-
lating accrued nonvested benefits would eliminate these distortions.

Depending upon the provisions of the particular pension plan, the present
value of accrued nonvested benefits may also be subject to assumptions about
future services. For example, in a pension plan where the level of pension bene-
fits is based on final salary prior to retirement, the value of accrued benefits
based on service to date is subject to the assumption of the level of final salary.
Therefore, for plans that have provisions (such as final salary, death benefits,
subsidized early retirement, disability benefits, etc.) that may change the value
of accrued benefits elther vested or nonvested) contingent on future events, two
nonvested benefit figures would be required :

(1) Accrued non vested benefits (historical) based on current compensation
levels and current entitlements; and

(2) Adaditional accrued nonvested benefits (projected) based on anticipated
changes in the value of accrued beneflts due to future events.

For many plans, disclosure of only the first figure would be necessary. We do
believe, however, that disclosure of additional contingent obligations is im-
portant for plans with such provisions.

THE CURRENT VALUE OF PLAK ABSETS

The Department of Labor continues to take the position that pension plan as-
sets should be disclosed at current rather than book value in the 5500 Annual
Report. The plan actuary, however, may continue to calculate a separate actua-
rial value of assets for funding standard account purposes.

CALCULATIONS OF UNFUNDED BENEFITS

It the above proposed changes in Schedule B were adopted, the following cal-
culations could be performed.

Figure. 1. Unfunded Vested Benefits equals (Accrued vested benefits)—(cur-
rent value of assets).

Figure 2.- Unfunded Total Accrued Benefits (Historical) equals ((accrued
vested benefits) plus (accrued nonvested benefits (Historical))) minus (evrrent
value of assets).

Figure 3. Unfunded Total Accrued Benefits (Projected) equals (accrued
vested benefits plus accrued nonvested benefits (historical) plus additional ac-
crued nonvested benefits (Projected)) minus (current value of assets).

We believe that the above calculations will reveal accrued benefit liability
figures that are more meaningful than those that are currently avatlable. Never-
theless, care would still be required in the use of these figures. Figure 1 repre-
sents a fair comparison between the entitiements of participants to pension
benefits and current assets. Figures 2 and 3, however, should not be used in
isloation. They will be most useful for analysis on a multi-year basis as measures
of the changing characteristics of ongoing plans. The fact that 2 and 8 may
be greater than zero in any particular year should not necessarily be alatming
to either plan participants or the plan sponsors. What would be important, it
seems to me, are changes in these figures over a number of years. In addition,
trends in the individual items of accrued benefits would be useful in analyzing
changes in the structure of benefits in the various plans.



32

DISCLOSURE OF AOTUARIAL ABSUMPTIONS AND METHODS ON S80HEDULE B

Computerization and, therefore, analysis of S8chedule B is currently hampered
by the fact that disclosure of methods and assumptions is currently covered via
attachments to the Form. There appears to be no additional cost associated with
moving some of this information onto the Form itself.

Therefore, we expect to propose that two questions be added to the Form:

(a) A checklist of actuarial methods used for the actuarial evaluation for
tn?dilngl stc;ndard account (only one method can be used for accrued benefits
calculation).

(b) A checklist of major actuarial assumptions used for funding and accrued
benefits calculations. Actuaries would still be required to attach a list of all of
their assumptions used. —

CONOLUBION

We believe that these proposals on the disclosure of accrued benefits {in Sched-
ule B for defined benefit pension plans, if adopted, would dispel the confusion
that has been generated by the lack of uniformity in the past. These proposals
would help plan participants, plan sponsors, investors, the ERISA ageficles,
and the public determine the ongoing obligations of these private pension plans.

We do not know whether all of these proposals are applicable to disclosure of
publle plan benefit obligations. We currently, however, are supporting a research
project that may help us make this determination,

We hope that our concern with these issues will ultimately result in greater
income security for the American workers participating in the private pension
system. '

Senator BentseN. Our next witness will be Mr. A. F. Ehrbar, mem-
ber of the Board of Editors of Fortune-m ine, and author of the
article that helped get me stirred up for these hearings.

Mr. Ehrbar, if you would come forward, please{

STATEMENT OF AL F. EHRBAR, BOARD OF EDITORS, FORTUNE
MAGAZINE, AND AUTHOR OF “THOSE PENSION PLANS ARE EVEN
WEAKER THAN YOU THINK,” FORTUNE MAGAZINE, NOVEMBER
1977 -

Mr. Enrear. I appreciate the opportunity to offer my views at this
hearing, and I will try to keep my remarks as brief as possible while
covering the six questions rut by the subcommittee.

As a preface, I would like to say that I do not evaluate this issue
from the perspective of an accountant or an actuary, but rather from
the standpoint of a user of accounting statements and acturial state-
ments, and I think that is the light in which they should be viewed,
rather than the technical aspects.

Senator BexTseN. I know there are those in the audience who would
also like to hear you, so if you would pull your mike up, and speak
into it.

Mr. Eursar. The issue of pension costs and liabilities is one that, un-
surprisingly, was virtually ignored until the past few years, because
the magnitude of the pension burden used to be trivial relative to the
earning power of corporations. .

That has been changed by increases in real benefit levels, inflation,
and the dismal stock market performance of the past dozen years. Cor-

rations have now set aside, by the estimate of the Department of

bor, some $250 billion to meet their pension obligations, yet even
that- amount is, by our estimates at Fortune, at least $50 billion less
than the present value of existing obligations for vested benefits, and
the shortfall could be $200 billion or more.
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To be sure, most corporations have funded their obligations ex-
tremely well and are carrying unfunded liabilities that are insignifi-
cant relative to their net worth and earning power. A handful of com-
panies, however, have unfunded obligations that exceed what I would
consider a prudent level of their net worth. Moreover, the com-
panies——

Senator BENTSEN. Let me ask you one thing, as I read your article,
that I did not really quite understand. Net worth, I understand the
ecason for that. But, if I remember, you also put the market value of
stock, in one example, as related to that.

Why is that significant

Mr. EnrBar. It gives a good indication of the magnitude of the ob-
ligations versus the value that the marketplace puts on the corporation
itself, or the residual assets of the corporation. And I view pension ob-
ligations as a form of leverage in the same way as long-term debt.

It is common to look at things like debt-to-equity ratios to assess the
relative magnitude of the debt.

I was trained as a financial economist, and I try to ignore the book
values of debt and equity, and look at the market values of debt and
equity. That is why I focused on the market values of the corporation,
as well as the net worth.

Does that make it clear, or clearer{

Senator BentseN. If you say so. All right. Please proceed with your
statement. )

Mr. EnrBar. While only a handful of companies would appear to be
in trouble, the companies with the largest unfunded liabilities relative
to their ability to discharge them tend to be the largest corporations in
the country.

At the end of 1976, 10 of the 100 largest corporations had unfunded
liabilities in excess of 30 percent of net worth. An even larger number
had unfunded liabilities for vested benefits that were greater than their
long-term debt.

With unfunded liabilities of that magnitude, it is natural that inves-
tors, lenders, security analysts, and rating agencies have begun to focus
on pensions, but when they try to get a fix on pensions, most simply
throw up their hands. They know that pensions matter, but the area is
so arcane that they cannot find out just how or why. -

That outsiders feel lost when they try to deal with pension data isthe
inevitable result of the way that data is computed and presented. Cor-
porations can use any one of six different actuarial methods to deter-
mine their pension costs and liabilities. Within each of those methods,
they make numerous assumptions about such things as quit rates, early
retirement rates, life expectancies, future rate of wage increases, and
the rate of return on the pension fund portfolio. Differing assump-
tions naturally compound the effects of the different methods, so that
it is literally impossible to compare one corporation’s pension costs or
liabilities with another’s. ,

Moreover, fow corporations routinely disclose the methods or as-
sumptions they use and some—Caterpillar is an example—will not
even disclose them wl%n asked.

The information is available in 5500, but the 5500’s normally are not
available.
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In sum, pension reporting from the perspective of investors and
lenders is astonishingly inadequate. Detailed schedules of long-term
debt, complete with interest rates and maturities, are included in the -
annual 10K report to the Securities and Exchange Commission. Vir-
tually nothing is readily available about pension costs and liabilities
even though the magnitude is often greater.

The only figures that most companies report to shareholders and
security analysts are their pension expenses for the year and their so-
called unfunded vested benefits,

There are several problems with the latter figure. It is generally
computed under the unit credit method, which provides a modicum
of uniformity, but it normally excludes liabilities for the sroportion
of currently nonvested employees who will become vested and who
will be paid benefits for work they have already performed.

More important, unfunded vested benefits are normally calculated
on the basis of current wages, even though most plans base benefits
on a final gay formula. The result is that vested benefits are grossly
understated, at least in the context of an ongoing plan.

The treatment of using current salary could be called the termina-
tion valuation of vested benefits. That treatment is perfectly ade-

uate if one’s perspective is that of the employee or the Pension
enefit Guarantee Corporation. Should a plan terminate, benefits will
be based on current salaries.

So long as a company keeps up with its liabilities computed on a
tlsll;mGigation basis, it imposes little or no risk on employees or the

Senator BExTseN. That puts you in agreement with the Labor De-
partment’s recommendation that it be an ongoing plan that there-
fore will factor in some idea of what inflation is and what wages
might bo on termination.

Mr. Eursar. Yes.

Investors and lenders necessarily have a different view, They are
evaluating corporations as going concerns, assuming that the com-

any does not terminate its pension plans, an event usually occasioned
y bankruptcy.

The meanilg'ful figure for them is the higher one, and also it is a
more meaningful one to the company, a point that is obvious from
the fact that the future salary estimates are included to compute the
pension expenses and funding schedules.

Several actuaries have complained to me that my view amounts to
the same things as carrying future salaries, utility bills, or other costs
as current liabilities. Corporations, they say, do not have a current
liability for higher benefits that result from future wage increases.

However, I am talking about the ultimate costs, based upon exist- -
ing agreements of benefits that have already been earned by employ-
ees, and not about the future costs of future labor services.

Another problem with the unfunded vested benefit figures currently
being reported is the disparity in interest rate assumptions used to
discount future benefits to present value. An increase of 1 percentage
point in the interest assumption will reduce total liabilities by about
25 percent. A company with $400 million in vested benefits and $300
million in pension fund assets would report unfunded vested benefits
of $100 million.
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A company in identical circumstances could, with a slightly higher
interest assumption, report that it had no unfunded vested benefits.

I have been told by members of several large actuarial firms that
interest assumptions currently range from about 3.5 percent to as high
as 10 percent.

Senator BexTseN. Interest assumptions of 10 percent?

Mr. Exrgar. I have been told that those exist. I do not know the
specific instance, but I was told that there are companies using interest
assumptions as high as 10 percent. .

Senator BExTSEN. A 10-percent interest assumption. They either
have a genius managing that portfolio, or they are extremely extrava-
gant in their assumptions. —

Mr. Exrsar. Well, there are circumstances under which 10 percent,
I think, would be quite reasonable for funding 1[lmrposes, roviding
that the wage assumption was commensurately high, But I am not
certain that that is the case.

A final, critical point about the unfunded vested benefit figure. The
number is a residual obtained by deducting pension fund assets from
the total vested benefits. Few companies report total liabilities for
vested benefits or pension fund assets.

Those numbers are more important than the unfunded vested bene-
fits. That is so because shareholders bear the risks and reap the rewards
of returns to the pension assets.

The trust fund arrangements, are, as far as I am concerned, a facade.
If the performance pension portfolio falls short of the assumed rate,
the interest assumption, the deficit must be made up out of what other-
wise would show up as profits. Conversely, shareholders get the bene-
fit of any greater than assumed returns in the form of reduced funding

expenses. .
getockholders thus own a share of the groﬁts from operations plus or
minus a share of the excess returns and losses on the pension funds,

In some cases, the returns on a pension fund are more important than
a company’s operating results, because of the size of the pension fund
relative to the size of the company.

I will now address the six specific questions posed by the subcom-
mittee, .

First, the selection of a specific actuarial method is essentially a
cash budgeting decision. The various methods are mathematical arti-
fices that allocate cash contributions to the pension fund over time.
As such, they have nothing to do with measuring expenses or liabilities
in any economic sense of the term. )

Nonetheless, the cash contribution dictated by the method shows
up on a company’s income statement as pension expense, and the dif-
ference between what should have been accumulated to date and the
actual pension fund assets often is reported as the prior service cost,
a sort of second cousin of the unfunded vested benefits.

The only actuarial method that measures expenses as they occur in
an economic sense, that is, the value of future benefits that an employee
earns in the current year, is the unit credit method. That is the method
I believe should be used for determining pension expenses and lia-
bilities for public reporting purposes.



36

In addition, any shortfalls or excesses in the return on the pension
portfolio which increass or decrease unfunded liabilities should be
charged to eo.mlpfs in the year that the&)oocur.

For example, if the company has $100 million of pension assete and
uses a 7-percent interest assumption, it is assuming that the portfolio
will earn $7 million, If, in fact, the portfolio falls by $10 million, the
$17 million shortfall from what was assumed should be charged to
earni
Laslzf;: the amortization of unfunded liabilities should not be charged
as a pension expense, because all liabilities should be charged as in-
curred rather than as funded.

Senator BENTsEN. Let me ask tKou what we are talking ebout here,
now'. Are you not talking about the market value of the portfolio, are
you

Mr. Exreag. Yes.

Senator BenTseN. You aref

Mr. EHRBAR. Yes.

Senator BENTeEN. Not I\‘;St the return, but the market valuef

_Mr. Exrpar. Well, a c nge in the market value is the return for a
given year, plus dividends or interest payments on bonds.

I will elaborate on that a bit, if you would like.

Senator BenTseN. I think you should. _

Mr. Enrsar. There is a large body of data which has been compiled
over the last 15 years which has come to be known as the efficient market
theory of capital asset pricing which holds that the current market

rice of capital asscts such as a share of stock or a corporate bond is the
estimate of its true worth. '

If the market value of the asset rises by 10 percent or falls by 10 per-
cent, the corporation, the sponsor of the pension plan, has made or lost
10 percent. 1 would agree with actuaries that it 18 not proper to react
year to year in funding to those fluctuations. However, the shareholder
and the lender want to know at a point in time that the xsecurit{l or the
earning power is that he is putting his money up for, and the only
estimate for that that is material is the current market value. What
was paid for as asset was immaterial. The moving average of market
value is immaterial. If a stock is worth @ number of dollars today,
that is what matters, not if it was purchased for @ (FIus 10 a year ago.

hSenalllor BexnTsEN. Let’s go at it another way, and let me follow this
through.

Suppose we had nothing but bonds in this portfolio and the market
value goes down substantially on these bonds, but we did not change
any of the investments and we held them right to their maturity and
there was no question about the security of those bonds.

The reason the market value went down was because yields on other
types of investments went up, but the actuarial assumptions were based
on these yields of these bonds, and you held them until maturity.

Do you not then take care of the funding of the——

Mr. EHRrBAR. No. In that situation—

Senator BENTSEN. You get your principal back.

Mr. Eurpaar. Well, assume that bond coupons were at 6 percent and
you were assuming a rate of return of 8 percent which reflects a given
expectation about inflation over the next 20 or 30 yecars. Your wage
assumption would also reflect, then, inflation.
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Senator BeExTsEN. OK. I see where you are. You are talking about
an ongoing plan that the wages are gomﬁ to go up, and therefore——

Mr. Exrsar. Yes. If the bond drops, that means there is going to be
more inflation and wage rates are going to rise at even higher rates,
and you are not as far ahead in funding as you were, because you are
tied into that fixed coupon.

Senator BenTsex. I am with you, I see,

My argument would have to be if wages would stay flat, which we
know they are not going to.

Mr. EHRBAR. Yes,

Senator Bextsex. Al right.
Mr. Enarsar. Several specific cases should be mentioned here in the

context of the method to use. The unit credit method should, of course,
include an assumption about future wage increases as labor has put
forth, but some companies, notably those with major union contracts
such as auto and tire, pay benefits of so many dollars per year of service.
Instead of tying benefits to wages, the dollar figure is renegotiated each
contract.

Obviously, those companies cannot assume the outcome of future
negotiations. They should, however, charge benefit increases for past
service to earnings in the year they are granted, rather than amortizing
the retroactive increases as they do now. The motivation for the current
treatment is to smooth out the im of the retroactive grants on earn-
ings. That may look nicer, but it does not change the underlying reality
that management has granted a new claim against the company for
service that has already been performed.

Multiemployer plans, which you raised, present another problem.
The plans frequently promise workers specific benefits, but assess em-

loyers fixed amounts for each active employee. In essence, they are
efined benefits plans, funded with defined contributions. In practice,
one side of the equation must prove incorrect. The contributions will
turn out to have been too large or too small when the benefits come due.

Employers have no way of knowing whether the amounts set aside
will cover promised benefits. They may ultimately be forced to make up
shortfalls after some competitors have gone out of business, thus pay-
ing some of the competitors’ obligations.

Indeed, that very situation threat is what threatens multiemployer
plans now,

Senator Bentsen. Mr. Ehrbar, they turned the light on us some
while ago, and part of that is my fault because I have interrupted you
here, but I find what you are saying ver{ interesting and I want it as
complete as we can get it for the record, but I am going to have to ask
you to summarize because of the number of witnesses we have to hear
this morning and we will take your entire statement for the record.

Mr. EnrBar. All right.

The second point, 1t is immaterial whether unfunded liabilities are
carried on or off the balance sheet. What should be reported are total
accrued liabilities by the unit credit method, and total pension fund
assets; whether they are on the balance sheet or in a footnote to finan-
cial statements I don’t think makes much difference.

Plan assets should be valued for reporting purposes, as I said, at
market value, although it may make sense to use a moving average for

funding purposes.
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The computation of costs and liabilities should be the same for cor-
porate reporting and pension plan reporting. What is true for one
statement is true for the other, In addition, the existence of two sets of
figures would foster undue worry about the veracity of sponsors and
the security of bonefits. .

At the same time, it would be entirely proper to use a second method
. of computation for funding purposes. It is worth noting here that a
principal argument against enforced uniform gension reporting is tnat
different actuarial methods are appropriate for different companies.

I disagree with that assertion, but even if correct, it applies to fund-
ing or cash budgeting and not on the measurement of expenses and 1i-
abilities. To the fifth question, there is no way to insure against the
manipulation of assamptions in order to understate pension expenses
and liabilities. There always will be venal people and you cannot regu-
late them out of existence.

Senator BENTSEN. Let me ask you this. You have raised questions
with this.

The investor is trying to evaluate management’s Performance, and
let’s say the pension plan is not the responsibility of the management
insofar as managing the assets. That has been given to an investment
management firm to do.

Is that a fair way, then, to evaluate how the management is doing on
theﬁ'ob of running a manufacturing company{

r. EHrBAR. It is not a fair way to evaluate management’s perform-
ance in running the operating assets of the corporation. There would
be nothing to preclude a broken-out income statement which would
segregate out the facts of the pension portfolio.

The important thing here is that the investors are told all that has
happened over the course of the year which affects their claims against
the corporation and their claims on the future revenues of the
corporation,

While I say that there is no way to insure against manipulation, I

.believe that there should be outside control over the interest and wage
assumptions in order to insure that they are within reasonable bounds
and to foster uniformity and comparability among companies.

The best method of setting the limits on those assumptions probably
would be a legislated formula, which would be computed and pro-
mulgated by Labor and/or Treasury.

I will skip over my discussion of assumptions which pretty well mir-
rors my article of last November.

Finally, I have not done a detailed study of public pension plans, but
a cursory review that I have made leads me to believe that problems in
the public sector are even worse than those in the private sector.

The funding of public pensions is immaterial, since governments
have the taxing power to meet their obligations—although the Cali-
fornia vote suggests that there may be a limit to that power—but ir-
respective of whether public pensions are funded, they should be fully
costed and included in budgets. Taxpayers need to know the total cost
of government if the representative system is to provide anything close
to the optimum level of public services. '

As you pointed out earlier, it is tempting for a manager to grant
pension promises instead of raises, knowing that he can adjust the as-
sumptions, hold down costs and keep reported profits up and leave
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the bill for his successor. It is even more tempting, as we in New York
have discovered, to get the garbage off the streets of Queens and let the
next administration worry about how to pay for it. i

Senator BEnTseN. There is a lot of competition between actuaries
and accountants on whose turf is involved in these things. Some have
suggested that the measurement of benefit liabilities should be left to
actuaries and that all actuarial cost methods acceptable under ERISA
should be acceptable for reporting to plan participants. In their book
on pension accounting, William Hall and David Landsittal state:

The accountant is not an actuary, has no expertise in how pension plans should
be funded or in identifying and measuring turnover and other factors involved
fn actuarial determinations. He has the responsibility for specitying the broad
criteria for measuring assets, liabilities, revenues and expenses for financial
reporting purposes. The obligation to pay pension benefits does not change
because of & change from one actuarial method to another.

What are your thoughts on the respective roles of accountants and
actuaries?

Mr. Enrsar. I agree, in large part, with Messrs. Hall and Land-
sittal. As I said, I do not feel that the actuarial methods which are
used for funding, to determine funding schedules, really have any-
" thing to do with expenses or liabilities as they are reported in the
financial statements of corporations, and that methods such as entry-
age normal or aggregate should not be used to measure expenses
reported on an income statement or to arrive at an unfunded prior
service cost reported in a footnote.

Those should be done in as close approximation as possible of
economic reality, which is, in my belief, the accrued benefit method,
and none other. It is the accrue liability for benefits that have been
earned, with best estimates of what those nominal values will be, dis-
counted to a present value:

I don’t think that is a particularly difficult caleulation, once the
actuaries have supplied the computations on turnover and mortality,
early retirement rates,

Senator BenTseN. Mr. Ehrbar, we will take your entire statement
for the record and I want again to congratulate you on writing your
article where it was understandable.

I was listening to some of the testimony of the Labor Department
and I was following it very carefully and I am going to go back
and read it again, and I look at the folks in the press over there and
wonder how in the world they are %'oing to report it so lay people
can understand it. And yet we are talking about hundreds ofy billions
of dollars. We are talking about an incredible number of people and
an issue of very substantial magnitude.

But it is difficult to get it understood.

Thank you very much.

(The prepared statement of Mr. Ehrbar follows:]

STATEMENT oF AL F. EHRBAR, BoAsD OF EDITORS, FORTUNE MAGAZINE

I appreclate the opportunity to offer my views at this hearing. I will try to
keep my remarks as brief as possible while covering the six questions put by
the Subcommittee.

The issue of pension costs and liabilities is one that, unsurprisingly, was
virtually ignored until the past few years. The magnitude of the pension burden
used to be trivial. But inflation, increases in real benefit levels and the poor
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stock market performance of the last dozen years radically altered that situa-
tion. Corporations now have, by the estimate of the Department of Labor, set
aside some $250 billion to meet their pension obligations. Yet even that huge
amount is, by our estimates at Fortune, at least $50 billion less than the present
value of existing obligations, and the shortfall could be $200 billion or more.

To be sure, most corporations have funded their obligations extremely well,
and are carrying unfunded liabilities that are insignificant relative to their net
worth and earning power. A handful of companies, however, have unfunded
obligations that exceed 80 percent of their net worth. Moreover, the companies
with proportionately large unfunded liabilities tend to be among the largest
corporaticns in the country. At the end of 1976, ten of the 100 largest corpora-
tions had unfunded liabilities in excess of 30 percent of net worth; an even
larger number had unfunded Habilities that exceeded their long term debt.

With unfunded labilities of that magnitude, it is natural that investors,
lenders, security analysts and rating agencies have begun to focus on pensions.
After all, pension obligations must be met with monies that otherwise would
be available for dividends, debt retirement or new investment, and there obvi-
ously are at least some instances where unfunded liabilities threaten the ability
of corporations to reward shareholders or repay lenders. When shareholders,
analysts and lenders try to get-a fix on pensions, however, most stmply throw
up their hands. They know thai pensions matter, but the area is so arcane that
they cannot find out just how or why.

That outsiders feel lost when they try to deal with reported pension data is
the {nevitable result of the way that data is computed and presented. Corpo-
rations can use any one of six different actuarial methods to determine their
pension costs and liabilities. Within each of those methods, they make numerous
assumptions about such things as quit rates, early retirement rates, life expect-
ancies, the future rate of wage increases and the rate of return on the pension
fund portfolio. Differing assumptions naturally compound the effects of the
different methods, so that it is literally impossible to compare one corporation’s
pension costs or liabilities with another’s.

Moreover, few corporations routinely disclose the methods or assumptions
they use, and some will not even disclose them when asked. The information
is contained in the form 55008, of course, but the Department of Labor neces-
sarily has long delays in making forms accessible to the public.

In sum, pension reporting—from the perspective of investors and lenders—is
astonishingly inadequate. Detailed schedules of long term debt, complete with
interest rates and maturities, are included in the annual 10K report to the
Securities and Exchange Commission. Virtually nothing i{s readily available about
pension costs and liabilities, even though the magnitude is often greater.

The only pension figures that most companieg report to shareholders and se-
curity analysts are thelr pension expenses for the year and their so-called “‘un-
funded vested benefls.” There are several problems with the latter figure. It is
computed under the unit credit method—swhich provides 8 modicum of uniform-
ity—but it normally excludes liabilities for the proportion of currently non-vested
employees who will become vested, and who will be paid benefits for work they
have already performed. )

More important, unfunded vested benefits normally are calculated on the basis
of current wages, even though most plans base benefits on a final pay formula.
The result {s that vested benefits are grossly understated, at least in the context of
an ongoing plan. For instance, consider the case of a 45-year-old employee, earn-
ing $25,000 a year, with a pension plan that pays 1.5 percent of final salary for
each year of service. If we assume 5 percent inflation, and that his wages keep
pace with living costs, the employee will be earning $66,332 a year in twenty
yenrs. This year’s service will entitle him to an annual stipend of 1.5 percent of
$66,332, or $098 a year. If we assume, on the other hand, that the plan terminates
now, the pension paid twenty years from now for this year’s service will be 1.5
percent of $25,000, or $3756 a year. The annulty value of the lower figure, dis-
counted to a present value, is the one that companies use when computing un-
funded vested benefits.

That treatment is perfectly adequate if one’s perspective is that of the employee
or the Penston Benefit Guaranty Corp. Shouid a plan terminate, benefits will be
based on current salaries. 8o long as a company keeps up with its liabilities, com-
gtg(e}% on a termination basis, it impoees little or no risk on employees or the
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Investors and lenders have a different view. They are evaluating corporations
as going concerns, assuming that the company does not terminate its pension
plan (an event usually occasioned by bankruptcy). The meaningful figure for
them is the higher one, also discounted to a present value. It also is the more
meaningful one for the company, a point that is obvious in the fact that it is the
one used to compute pension expenses and funding schedules.

Several actuaries have complained to me that my view amounts to the same
thing as carrying future salaries, utility bills or other costs as current liabilities.

. Corporations, they say, do not have a current liabiilty for higher benefits that

result from future wage increases. However, I am talking about the ultimate
cost—based on existing agreements—of benefits that have already been earned
Ly employees, and not about the future costs of future labor services.

Another problem with the unfunded vested benefit figures currently being re-
ported is the disparity in interest assumptions used to discount future benefits
10 & preséent villue. An increase of one percentage point in the interest assumption
will reduce total liabilitles by about 25 percent. A company with $400 million of
vested benefits and $300 million of pension fund assets would repo-t unfunded
vested benefits of $100 million. A company in identical circumstances could, with
a slightly higher interest assumption, report that it had no unfunded vested
benefits. I have been told by members of large actuarial firms that interest as-
sumptions currently range from about 8.5 percent to as high as 10 percent.

A final, critical point about the unfunded vested benefit figure, The number is
a residual obtained by deducting pension fund assets from total vested benefits.
Few companies report total liabilitles for vested benefits or pension fund assets.
But those numbers are more important than the uafunded benefits. That is so
because shareholders bear the risk and reap the rewards of returns to pension
assets. It the performance of the pension portfolio falls short of the assumed rate
(the interest assumption), the deficit must be made up out of profits. Conversely,
shareholders get the benefit of any greater-than-assumed returns, in the form of
reduced funding expenses.

Stockbolders thus own a share of the profits from operations, plus or minus a
share of the excess returns or losses on the pension fund. In some cases, the re-
turns to the pension fund are more important than the company’s operating re-
sults. An extreme example is Lockheed. At the end of 1976, it had a net worth of
$166 million and a pension fund portfolio of $1.026 billion. A 17 percent change in
the value of that portfolio—a fairly frequent occurance in recent years—would
amount to more than the net worth of the company. Admittedly, few companies
are in that situation, but many have pension assets equal to net worth.

I shall now address the six specific questions posed by the Subcommittee,
which I believe go to the heart of what should be done to correct the gross in-
adequacies in pensior reporting.

(1) The selection of a specific actuarial method 1s essentially a cash budgeting
decision. The various methods are mathematical artifices that allocate cash con-
tributions to the pension fund over time. As such, they have notbing to do with
measuring expenses or liabilities in any economic sense of the term. Nonetheless,
the cash contribution dictated by the method shows up on the company’s income
statement as pension expense, and the difference between what should have been
accumulated to date and actual pension fund assets often is reported as the
“prior service costs,” a sort of second cousin of the untunded vested benefit figure.

The only actuarial method that measures expenses as they occur in an eco-
nomic sense—that is, the value of future benefits that an employee earns in the
current year—is the unit credit method. That is the method which I believe
should be used for determining pension expenses and liabllities for publ’c re-
porting purposes. In addition, any shortfalls or excesses in the return on the
-pension-portfolio—~which increase or decrease unfunded liabilities—should be
charged to earnings in the year that they occur. For example, if a company has
$100 million of pension assets and uses a 7 percent interest assumption, it is as-
suming that the portfolio will earn $7 million. If, in fact, the portfolio falls by
$10 million, the $17 million shortfall should be charged to earnings. Lastly, the
amortization of unfunded liabilities would not be charged as a pension expense
because all liabilities would be charged as incurred, rather than as funded.

Several special cases should be mentioned here. The unit credit method should,
of course, include an assumption about future wage increases if the benefits are
based on final pay. But some companies—notably those with major union con-
tracts, such as auto and tire—pay benefits of £o many dollars per year of service.
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Instead of tying benefits to wages, the dollar figure is renegotiated at each con-
tract. Obviously, those companies cannot assume the outcome of future negotia-
tions, They should, however, charge benefit increases for past service to earnings
in the year they are granted, rather than amortizing the retroactive increases
as they do now. The motivation for the current treatment is to smooth out the
impact of the retroactive grants on earnings. That may look nicer, but it doesn’t
change the undelying reality that management has granted a new claim aginst
the company for service that has already been performed.

Multiemployer plans present another problem. The plans frequently promise
workers specific benefits, but assess employers fixed amounts for each active
employee. In essence, they are defined benefit plans funded with defined con-
tributions. In practice, one side of the equation must prove incorrect: the con-
tributions will turn out to have been too large or too small when the benefits
come due. Employers have no way of knowing whether the amounts set aside
will cover promised benefits. They may ultimately be forced to make up short-
falls after some competitors have gone out of business, thus paying some of the
competitors’ obligations. Indeed, that very situation threatens the existence
of some multiemployer plans now. The best solution would be to shift to straight
defined contribution plans for multiemployer contracts. The only other way to
obtain equity would be to limit an employer’s liability to benefits payable to its
own employees, a horrendous bookkeeping chore.

(2) It is immaterial whether unfunded liabilities are carried on or oft the
balance sheet. In fact, the relevant fgures, as I mentioned belore, are total
liabilities and pension fund assets. Since a shareholder’'s stake in a company
is the remainder after all Habilities have been discharged, h: should base his
evaluation on total operating assets and pension assets, and total operating
liabilities and pension labilities. Simllarly, beneficiaries and the PBGC should
be concerned with the total economic unit and its ability to meet pension obli-
gations. Any given level of pension liabtlities or unfunded liabilities is mean-
ingtul only in the context of the ability of the corporation to meet it, whether
out of pension assets or operating assets. In sum, corporations should report
total pension liabilities and pension assets, elther on the balance sheet or as a
footnote to the financial statements.

(8) Plan assets should be valeed—for reporting purposes—at market value.
If the stock market is up or down 20 percent, that is a gain or loss to share-
holders, and an increase or reduction in the security of a lender’s claim. From
the perspective of a shareholder, lender or the PBGC, the only thing that mat-
ters i8 what an asset is worth now, not what it was worth at the time of pur-
chase. It makes no more sense to value a pension asset at something other than
market value than it would to value a mutual fund at, say, cost or amortized
cost.

It does make sense, however, to use a moving average of market values for
funding purposes. Market values do filuctuate, Incorporating the fluctuations
in funding levels immediately can cause unnecessary uncertainty in corporate
cash flows. A three-year moving average of market prices will smooth the
fluctuations and make cash budgeting easter, while ultimately reflecting large
market increases or decreases. -

Critics of using market value for reporting purposes and fluctuations in
market value for measuring pension costs—argue that pension funds are so
large that changes can swamp oerating results and are thus misleading. To the
contrary, it 18 because they can swamp operating results that they should be
included. It may be unpleasant for managers to report that pension funds have
grown so large and important, but that is the reality of the situation. Obfuscat-
ing it merely impedes the efficlency of the capital allocation process. If man-
agers are worried that pension fund results will obscure their operating per-
formance, they can report the pension data as extraordinary items, with a
breakout of ordinary pension expense, retroactive benefit increases and pension
fund fluctuations.

(4) The computation of costs and liabilities should be the same for corporate
and pension plan reporting. What is true for one statement is true for the
other. In addition, the existence of two sets of figures would foster undue worry
about the veracity of sponsors and the security of benefits. .

At the same time, it would be entirely proper to use a second method of com-
putation for funding purposes. As I stated before, the various actuarial methods
are artifices to budget cash contributions, and are well suited to that purpose.
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They become unacceptable only when used to determine the reported costs and
Habilities of an ongoing plan. I see nothing undesirable in continued diversity of
funding practices, provided that companies do not put undue risks on the PBGC—
and, in turn, on other corporations.\

It is worth noting here that the principal argument against enforced uniform
pension reporting is that different actuarial methods are appropriate for dif-
ferent companies (e.g., companies with new plans versus those with mature
plans, rapidly growing companies versus stable ones). I disagree with that as-
sertion, but even if.correct, it applies only to funding and not to the measure-
ment of pension expenses and liabilities.

(5) There is no way to insure against the manipulation of assumptions in or-
der to understate pension expenses and liabilitfes. The pension universe {s too
large to police on an individual plan basis in that kind of detail. And while I
would hope that most actuaries are honest men, there always will be some dis-
reputable practitioners of every profession. The certification of public account-
ants has not prevented creative accounting, and-the “enrollment” of actuaries
under ERISA will not end creative assumptions.

Just the same, I believe there should be outside control over the interest and
wage assumptions, in order to insure that they are within reasonable bounds
and to foster uniformity and comparability among companies. The best method
of setting the limits on those assumptions probably would be a legislated for-
mula, which would be computed and promulgated by Labor and/or Treasury.
Accountant and actuaries would prefer that any such guidelines be set by the
professions, but I am skeptical of their ability to come to an agreement on the
precise numbers. .

I would like to briefly explain what interest and wage assumption formulae
I believe would be optimal. The interest assumption—used to discount future
benefits back to a present value—should be the riskless rate of interest coincl-
dent with the term structure of the benefit liabilities, If, for example, a benefit
is payable in 30 years, it should be discounted to the present at the current rate
of interest on government bonds; if it is payable in five years, the rate on
government notes should be used. ’

The riskless rate is appropriate for valuing liab{lities because—in the context-
of an ongoing plan—they are certain obligations which must be paid if the com-
pany remains in business. It is important to note here that I am speaking in
terms of valuing labilities, not in terms of deciding how much a company
should have in its pension fund. Also, I' Ao not mean to imply that fund assets
should be invested in riskless securities.

The current practice i8, ostensibly, to discount liabilities at the expected rate
of return on fund assets. But those are risky assets, and discounting at the ex-
pected return on risky assets is the same as placing a bet and assuming it has °
been won—the same as valuing a $2 ticket on a 15-to-1 horse at $30. Viewed
another way, discounting at the expected return on fund assets means that, in
the peculiar arithmetic of the actuaries, a dollar's worth of Treasury bills is
worth less thdn a dollar’s worth of Exxon stock. The expected return on fund
assets may be appropriate for determining funding levels, but it has nothing
to do with the value of the liabilities.

Under the present system, corporations are assuming, in effect, that they will
win the gamble, and telling shareholders that their pension obligations are fully
funded. That implies that the obligation has been fully offset. What the
company should be saying is that we have pension llavilities of $X, we have
invested $Y in the stock market, and we believe the investments will grow fast
enough to pay benefits when they come due. _

The need for outside control of interest assumptions is particularly apparent
in the subjective, haphazard way in which they seem to be selected. If actuaries
are basing thelr assumptions on expected returns, the assumptions should bear
some relationship to the riskiness of a portfolio—e.g., a fund invested entirely
in bonds should have a lower assumption than one invested in stocks. S8urveys
by Greenwich Research Associates, however, have found that there is no correla-
tion between the riskiness of a pension portfolio and the plan’s interest assump-
tion. Risky funds often have relatively low interest assumptions, and conserva-
tive ones often have high assumptions.

I believe that wage assumptions—currently in the 3.5 to 5.5 percent range,
ghould be much higher. They should, first of all, reflect expected inflation. In
addition, they should include a component for real increases in average wages,
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which have risen at a rate of just under 2 percent a year in the postwar period.
Finally, they should include an allowance for the merit or seniority increases
that workers earn over their careers—about 1 percent a year. Recent studies
have established that the best estimate of long run future inflation is one per-
cent less than the yleld on government bonds. That {8, government bonds provide
a real return of about 1 percent. With bonds now at more than 8 percent, wage
assumptions should be on the order of 10 percent—7 percent for inflation, 2
— percent for real increases and 1 percent for merit or sentority.

It interest assumptions were adjusted to the yields on government securities,
and wage assumptions set as I describe, total liabilities would roughly double.
Aggregate unfunded liabilities could turn out to be $200 billion or even $800
billion. Those are frightening numbers, but ignoring or obfuscating them is no
solution. The obligations mdy well turn out to be handily within the means of
corporatfons, particularly if the economy returns to its historic growth rates.
Whatever the case, shareholders, lenders and regulators should be aware of the
true dimension of the claims that employees have against the future revenues of
corporations since those are, after all, clalms against the output of the economy.
Perhaps most important, managers who are granting pension benefits should be
aware of the true costs of the promises they make, Otherwise, private pensions
could turn out to be a time bomb,

(6) I have not done & detalled study of public pension plans, but the cursory
review that I have made leads me to believe that problems in the public 3ector
are even worse than those inthe private sector, The funding of public pensions
is immaterial since governments have the taxing power to meet their obliga-
tions—though the California vote suggests that there may be a limit to that
power. Irrespective of whether public pensions are funded, they should be fully
costed and included in budgets. Taxpayers need to know the total coat of
government if the representative system is to provide anything close to the
optimum level of public se!

It seems clear that some type of guidelines are necessary for public pension
accounting. It is tempting for a manager to grant pension promises instead of
raises, knowing he can adjust the assumptions, hold costs down and reported
profits up, and leave the bill for his successor. It is even more tempting, as we
in New York have discovered, to get the garbage off the streets of Queens and
let the next administration worry about how to pay for it.

Senator BenTsen. Qur next witnesses will be Mr. William D. Hall
and Mr. David Landsittel, partners of Arthur Andersen and Co. and
authors of 11 book, “A New Look at Accounting for Pension Costs.”

Gentleme.:, we are pleased to have you. If you will proceed with your
testimony. ‘

Mr. Havr. Thank you, Mr. Chairman. -

STATEMENT OF WILLIAM D. HALL AND DAVID LANDSITTEL, PART-
NERS, ARTHUR ANDERSEN & C0., AND AUTHORS OF “A NEW
LOOK AT ACCOUNTING FOR PENSION COSTS”

Mr. Harr, My name is William D. Hall. I am a certified public ac-
countant and a partner in Arthur Andersen & Co., where my present
capacity is managing director, accounting principles and auditing
procedures, for the firm at our headquarters in Chicago, Ill. I am ac-
companied by my partner, David L. Landsittel, who is also lecated in
our Chicago office.

Because you have a copy, I am not going to read the detailed résumé
of our qualifications, but with respect to pension accounting, as you
noted, Mr. Landsittel and I are coauthors of a recent book, * ew
Look at Accounting for Pension Costs,” which was published for the
Pension Research Council that is affiliated with the Wharton School
at the University of Pennsylvania.
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Because we understand that the subcommittee staff has a copy of this
book, we have, accordingly, kept our comments that we are going to
give here, brief.

The thrust of our testimony is twofold. First, we believe that present
accountin% for pension plans and pension costs requires improvement,
particularly in eliminating the alternatives that are now available and
that produce widely differing results in determining pension obliga-
tions to be reflected in the financial statements of plans and companies.

Second, we believe that the Financing Accounting Standards Board,
the FASB, is the most appropriate and most qualified body to establish
generally accepted accounting principles with respect to pension plans
and pension costs.

I want to point out that we are giving our testimony from the per-
spective of accountants, not that of an actuary, attorney, securities
analyst, or investment banker. We believe it is important to point out
the difference between pension accounting and dpension funding, some-
thing that the previous witnesses have also alluded to.

The accountant is concerned with the presentation of accrual basis
financial statements that communicate the economic effects of trans-
actions and events as they occur independent of whether cash concur-
rently changes hands as a result of such transactions. On the other
hand, pension funding relates to the segregation of cash and other
assets to meet pension obligations asthey mature. -

In developing the accounting principles that most accurately com-
municate the economic substance of pension-related transactions, the
objectives of financial statements must be differentiated from the ob-

_jectives of pension fundinhg.

In our book, we identified four specific deficiencies that we believe
are significant in presently existing generally accepted accounting
principles governing pension costs and related measurement of the
pension obligation, as follows:

One, actuarial cost methods that are equally acceptable under gen-
erally accepted accounting principles result in widely differing pat-
terns of cost and liability ition under similar economic circum-
stances. Differing methods and periods available for the amortization
of the unfunded past service costs compound this probiem.

Two, the unfunded obligation for accrued pension benefits is not
recognized as a liability.

- Three, varying spreading and amortization techniques result in the
artificial leveling of pension expense, even in cases where the eco-
nomic facts are to the contrary.

And fourth and last, there is too great a latitude in the application
of actuarial assumptions.

I wish to garticularly stress the first of these. Although most ac-
countants and investment analysts recognize that various alternative
actuarial cost methods are available to account for similar pension
transactions under Accounting Principles Board Opinion No. 8, the
present authoritative pronouncement on pension cost accounting, few
users of financial statements recognize the magnitude of the differences
that these equally acceptable alternatives yield.

The objectives of pension funding may best be served by providing
for the use of any one of several acceptable alternative actuarial meth-
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ods, but the objectives of financial reporting are not effectively served __
when several alternatives are available for accounting for obligations
that arise out of similar economic transactions.

The obligation for plan benefits should be recorded in the employer’s
financial statements as such benefits are earned by the employees; that
is, as the employee’s performance, measured by service rendered to
date, has been completed.

Our view is that the recording of such pension obligations should
Eereferably—and I might say this is a strong preference on our part—

correlated with direct compensation costs using an actuarial present
value approach. We would, however, consider any actuarially sound
mecasure of the obligation that is consistently applied in all cases under
similar circumstances to be a step in the right direction.

Stated another way, although we have a strong preference for a
* certain method of measuring pension plan obligations—and I might
mention that our view is quite close to those that have been presented
by the previous witnesses this morning—we recognize that there are
differences of opinions in this respect, and consider consistency among
plans and companies and the basis upon which their financial state-
ments are prepared in this respect to be even more important than the
question of what methods should be followed. )

We believe that accounting standards should be established in the
private sector rather than by Congress or an agency of the Federal
Government. The present standard-setting organization in the private
sector is the FASB, and we believe that that organization is in the best

ition to establish sound and uniform accounting standards for the
nefit of the public, business enterprises, and the accounting
profession.

The FASB has on its agenda, and has done substantial work, on a
project that deals with pension accounting and pension costs. The
1ssues, as we can see from the discussion this morning, are exceedingly
complex and, I might add, controversial.

In an appendix of our book, a number of members of the Pension
Research Council, individuals knowledgeable about these issues, pre-
sent statements that, in many cases, raise questions about our approach
and present alternative positions. This is but one indication of the
complexities involved and the controversy that exist.

I make this point to stress our view that the FASB, a highly qualified
standards-setting body that has already devoted substantial produc-
tive time to this project and its presently, we understand, holding dis-
cussions with the Department of Labor representatives, should estab-
lish any required standards.

Further, the complexities are far too great for a sound solution with-
in the 90-day time limitation for the promulgation of uniform ac-
counting standards set forth in S. 2992. We respectfully submit that
the Congress should convey its sense of urgency and can %roperly ap-
ply pressure to insure appropriate results within a reasonable time, but
that it would be ill advised to seek immediate, and possibly undesir-
able, solutions to a complex problem by imposing unrealistic deadlines.

Now, Mr. Chairman, this testimony was prepared before we had re-
ceived the communication from you office setting forth the six ques-
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tions to be addressed specifically at these hearings, and so it does not
address all of these questions. I think it does cover the first two ques-
tions, and I would like to just briefly respond to the otherfour,

Starting with the third 3uestion, ow should plan assets be valued ?
We believe that they should be valued at current market.

The fourth question: For pu?osm of symmetry or for some other
reason, should pension costs and liabilities be computed on the same
basis for the pension plan and for the sponsoring employer’s corporate
statement ?

Our answer is yes,

Asto the fifth question, How to assure that actuarial assumptions are
not manipulated to the detriment of plan participants and retirees. I
am afraid, since this is g)rimarily an actuarial question, I will have to
yield to tha expertise of actuaries and not attempt to answer it defini-
tively. I believe it would be unfortunate to put into law or regulations
rigid requirements. We know that different plans have different earn-
ings rates, and we would not want to try to make dissimilar situations
look the same. On the otlier hand, I am satisfied that there must be
some way to narrow the alternatives, to establish parameters that will
maka the results more consistent. - -

The sixth question: Do these and similar accounting and actuarial
problems, exist with respect to public retirement systems? The answer
18, they certainly do. :

And that, Mr. Chairman, concludes our prepared testimony.

Senator BEnTseEN, Well, I think that is very helpful.

Let me state that, first, I, too, believe that the private sector is in a
better position to set forth these standards, but they have not done it.

Mr. HaLr. That is right.

Senator BexTsen. And I will bet you they do not do it if we do not
keep the pressure on and if we do not decide we will do it by legisla-
tion. We may have to resolve some of those differences, and I frankly
think the 90 days is too short also. But I can tell you that I am going
to push just as hard as I can, and if you do not do it, I am going to
try to pass the legislation, and force it. So you can put your members
on notice on that.

I do not want to further complicate the problems with additional
paperwork. I want to avoid that to the extent I can. But I think that
investors ought to know what they are buying when they buy a stock,
and I think plan participants oufht to know how sound the plan is.
And T think the shena,niﬁnns should be narrowed, certainly, the oppor-
tunit(;{y for it, in some of these assumptions.

I do not want great rigidity on those assumptions, because I know
that there are some differences in investment objectives for different
types of plans. When I was told previously that there was a 10-percent
assumption, sure, I can show you pension assets that have been able to
have a 10-percent return or more over some short period of time. But
when we are talking about pension plans that extend out 25 or 80 or 40
years, we have to be reasonably prudent on such assumptions.

Now, you talk about the variance. Apparently, you do think that
some guidelines should be in there for actuarial assumptionst

Mr. Harr. Yes, sir.



- 48

Senator Bextsex. T think so, too. I do not know what they are, and
I am looking forward to listening to some of the actuaries in that
re .
But I think that the Congress has an obligation if you fellows do not
do it. We give substantial tax benefiits to the creation of these plans.
We have an obligation to the people and to the plan participants, and
I think we will pass something, if we do not see the actuaries and the
accountants try to come up with standards and bring about as much
uniformity &s is practicable in this regard.

Mr. Hacr. I might say, Mr. Chairman, that I think hearings such
as this are helpful to accomplish that end, to convey the Congress
sense of urgency on this, and to make the private sector react promptly
and responsibly.

Senator BExTsex. Well, it will help if you will knock some heads
together, if you tell them that they will have to contend with some of
these arbitrary and opinionated Senators up here, and if they do not
do it, we are going to do it.

I am just back from a debate in the GATT negotiations in Geneva,
and I was trying to buttress our negotiator by wearing the black hat
to show the negotiators of some of these foreign countries what our
negotiator was up against in having to deal with the Senators,

I though I was making quite a point until the Brazilian negotiator,
who was seated next to me, said, you know, I am not so impressed
with Mr. McDonald’s saying he has to deal with you Senators. He said,
I have to go home and deal with the generals. Hesaid, I’'m not so sure
that isany easier.

Well, thank you very much. I think that is helpful. We will now
hear from the actuaries, and listen to their side of the story.

[The prepared statement of Messrs. Hall and Landsittel follows:]

PREPARED TESTIMONY OF WILLIAM D, Hart AND David L. LANDSITTEL

My name is Willlam D. Hall. I am a certified publie acountant and a partner
fn the international public accounting firm of Arthur Andersen & Co. My present
capacity is Managing Director, Accounting Principles and Auditing Procedures in
the firm’s World Headquarters, 60 West Washington Street, Chicago, Illinois.
I am acécompanied by David L. Landsittel, also a certified public accountant and
a partner in Arthur Andersen & Co. in the firm’s World Headquarters.

I shall not read the detailed resumes of our qualifications which are attached
to a copy of this testimony. With respect to pension accounting, Mr. Landsittel
and I are coauthors of a recent book, “A New Look at Accounting for Pension
Costs,” published for The Pension Research Council which is afiliated with The
Wharton School, University of Pennsylvania. We understand that the Subcom-

 mittee staff has a copy of this book.

The thrust of our testimony today is twofold:

1. We believe that present accounting for pension plans and pension costs re-
quires improvement, particularly in eliminating the alternatives that are now
available—and that produce widely differing results—in determining pension
obligations to be reflected in the financial statements of plans and companies.

2. We believe that the Financial Accounting Standards Board (FASB) is the
most apropriate and most qualified body to establish generally accepted account-

. ing principles with respect to pension plans and pension coats.

PERSPECTIVE FROM WHICH TESTIMONY IS GIVEN

The testimony we are giving 18 from the perspective of an accountant, not that
of an actuary, attorney, securities analyst or investment banker. In this regard,
we believe that it is important to point out the difference between pension ac-
counting and pension funding.
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The accountant is concerned with the presentation of accrual-basis financial
statements that communicate the economic effects of transactions and events
(including pension-related transactions) as they occur independent of whether
cash concurrently changes hands as a result of such transactions. On the other
hand, pension funding relates to the segregation of cash or other assets to meet
pension obligations as they mature.

In developing the accounting principles that most accurately communicate the
economic substance of pension-related transactions, the objectives of financial
statements must be differentiated from the objectives of pension funding. Confu-
sion arises when the differing objectives of pension accounting and pension fund-
ing are not recognized. Specifically, in the case of S. 2692, this confusion is fllus-
trated by the fact that the bill proposes an amendment to Section 412 of the
Internal Revenue Code of 1054, which amendment deals with uniform acoounting
standards, whereas Section 412 (as added by ERISA) deals with pension fund-
ing—that is, the minimum cash amount required to be deposited in trust to
achieve reasonable security in meeting pension obligations.

DEFICIENCIES IN PRESENTLY EXISTING ACCOUNTING BTANDARDS

In our book, we identified four specific deficiencles that we believe are signifi-
cant in presently existing generally accepted accounting principles governing pen-
sion costs and related obligation measurement, as follows :

1. Actuaria] cost methods that are equally acceptable under generally accepted
accounting principles result in widely differing patterns of cost and liability
recognition under similar economic circumstances. Differing methods and periods
avag}able for the amortization of unfunded past service costs compound this
problem.

i %“'}l‘he unfunded obligation for accrued pension benefits is not recognized as a
ability.

8. Varying spreading and amortization techniques result in the artificial level-
ing of pension expense even in cases where the economic facts are to the contrary.

4. There 8 too great a latitude in the application of actuarial assumptions.

I wish to stress the first of these. Although most accountants and investment
analysts recognize that various alternative actuarial cost methods are available to
sccount for similar pension transactions under Accounting Principles Board
Opinion No. 8, the present authoritative pronouncement on pension cost account-
ing, few users of financial statements recognize the magnitude of the differences

- that these equally acceptable alternatives yleld. The objectives of pension fund-

ing may best be served by providing for the use of any one of several acceptable
alternative actuarial methods, but the objectives of financial reporting are not
effectively served when several alternatives are available for accounting for ob-
ligations that arise out of similar economie transactions.

The obligation for plan benefits should be recorded in employee benefit plan
financial statements as such benefits are earned by the employees—that is, as the
employees’ performance, measured by service rendered to date, has been com-
pleted. Our view is that the recording of such pension obligation should prefer-
ably be correlated with direct compensation cost, using an actuarial present-
value approach. We would, however, consider any actuarially sound measure of
the obligation that is consisteatly applied in all cases under similar circum-
stances to be acceptable. Stated another way, although we have a preference for
a certain method of measuring pension plan obligations, we recognize that there
are differences in opinions in this respect and consider consistenicy among plans
and companies in the basis on which their financial statements are prepared in
&l; rfspg:;’t to be more important today than the question of what method should

ollowed.

MECHANISM FOR THE ESTABLISHMENT OF UNIFORM ACCOUNTING STANDARDS

We believe that accounting standards should be established in the private
sector rather than by Congress or an agency of the Federal government. The
present standard-setting organization in the private sector is the FASB, and
we believe that organization is in the best position to establish sound and uniform
accounting standards for the Lenefit of the publie, business enterprises, and the
accounting profession.

The FASB has on its agenda and has done substantial work on a project
that deals with accounting ror pension plans and pension costs. The issues are
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exceedingly complex—and, I might add, controversial. In an appendix to our
book, a number of members of the Pension Research Council—individuals
knowledgeable about these issues—present statements that in many cases raise
questions about our approach and present alternative positions. This fs buf
one {ndication of the complexities involved and the controversy that exists.

I make this point to stress our view that the FASB, a highly qualified
standard-setting body that has already devoted substantial productive time to
this project and {8 presently, we understand, holding discussions with Depart-
ment of Labor representatives, should establish any required standards. Further,
the complexities are far too great for a sound solution within the 80-day time
limitation for the promulgation of uniform accounting standards set for in
S. 2092. We respectfully submit that the Congress can properly apply pressure to
ensure appropriate results within a reasonable time but that it would be ill
advised to seek immediate and possibly undesirable solutions to a complex
problem by imposing unrealistic deadlines.

SUMMARY

In summary, we agree that accounting standards covering pension-related
transactions are deficient. We have developed our views to the changes that
might be made, which views constitute only one approach to a difficult problem
of accounting for pension costs.

We believe that the private sector, and specifically the FASB, is the body that
fs most capable of dealing with the problem of promulgating uniform accounting
standards for pension costs. That organfzation has the necessary capabilities and
resources to develop proper standards that meet the objectives of financial re-
porting. Following this approach also results in the best means to ensure that
a mechanism exists to provide for subsequent changes in such standards in later
periods responsive to future changes in the economic environment.

Wrriax D. HaLp
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of sales by Panhandle Eastern Pipeline Company to Michigan Consolidated
Gas Company.

Before U.S, District Court and U.8. Tax Court on matters relating to
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Before U.S. House of Representatives Committee on the District of Columbia,
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Education: DePauw University, Greencastle, Indiana: A.B., 1962; University of
Chicago: M.B.A., 1963



52

Present Position with Arthur Andersen & Co.: Audit Partner-Accounting Prin-
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Mr. Hare. Thank you, Mr. Chairman.

Senator BenTsEN. Mr. Boynton, the president of the American
Academy of Actuaries will be our witness. And will you introduce for
the record those who accompany you ?

Mr. BoynToN. Thank you, Mr. Chairman. I am sorry the witness
list did not include the two people accompanying me.

On my right is Mr. Preston Bassett, who is the vice president of the
American Academy and on my left is Steve Kellison who is the execu-
tive director of the academy.

Senator BENTSEN. And whom I have known for some time. I had to
listen to his actuarial assumptions for years, as an associate of mine.

Mr. BoynTox. Mr. Bassett and I are, you might say, volunteers in
these positions. We have both spent most of our careers consulting
on pension plans,

STATEMENT OF EDWIN F. BOYNTON, PRESIDENT, AMERICAN ACAD-
EMY OF ACTUARIES, ACCOMPANIED BY: PRESTON BASSETT, VICE
PRESIDENT, AMERICAN ACADEMY OF ACTUARIES, AND STEVE
KELLISON, EXECUTIVE DIRECTOR, AMERICAN ACADEMY OF
ACTUARIES

Mr. Borxron. We do appreciate the opportunity to present this
statement since it has a significant impact upon enrolled actuaries
under ERISA.



53

We understand the record will remain open for a few weeks so that
we can prepare a more comprehensive statement. We are particularly
anxious about that because the academy has, in fact, underway a
project very pertinent to this bill which is the study of the manner in
which cctuarial liability should be presented, and we will attach the
completed copy of that study to our final statement.

I might also add that the American Society of Pension Actuaries is
another organization which represents a significant number of pension
actuaries who are not members of the academy. The two organizations,
combined, represent approximately 93 percent of the enrolled actuaries.

The representatives of ASPA have reviewed this statement and
advise us that they fully agree with the position taken by the academi
on this bill, and although the academy representatives cannot spea
for ASPA, the statement can be taken as representing the common
position of both organizations. .

In general, we support what we believe was the intent of the bill.
Wae believe further clarification is needed to be sure this intent is car-
ried out, and it might require certain changes in other parts of ERISA
and in the Internal Revenue Code, However, and I would underscore
this, we believe the apparent intent of the bill may, in fact, be ac-
complished without specific legislation.

e are obviously aware of the adverse publicity given to private
nsion plans recently in the press. The stories in Fortune, New York
mes, U.S. News & World Report, Forbes magazine, for example.
Much of this informaticn in these articles appears to be b on
misinformation and lack of understanding on the part of the authors
a8 to the nature and-purpose of various actuarial and funding methods.
We would acknowledge that there is a variation of actuarial and fund-
ing methods available to pension plans to be used for different pur-
poses, and this has compounded the problem and led to confusion
and misunderstanding on the part of plan participants, the press, as
well as legislators and regulators.

I would add, however, that a lot of the confusion is due to the fact
that it is & very complex problem. It is not an effort by the actuaries
or plan sponsors to confuse people, or mislead people. It is a very
complex issue.

Actuarial liabilities are calculated for three general purposes and
the particular purpose intended will dictate the kind of actuarial
methodolngy to be used. These three purposes, as outlined on paper,
are to determine the annual contributions to the plan, to measure the
funding project on an ongoing plan basis and to measure the liabilities
that would emerge in the event of plan termination.

There are a number of funding methods available which are used
for the pur of determining the annual contributions and that will
be discussed later. For the purposes of measuringhtha funding progress
on an ongoing plan basis, or as a measurement of the termination liabili-
ties of plans, we believe there is considerable merit in having consistent
methodology to be used in developing its values.

Adoption of uniform methodology would go a long way to reduci
some of the misunderstandings which have occurred in the past throu
the use of incorrect types of figures to represent plan liabBities. In the
grepared statement we point out that often these numbers are taken

rom form 10-K of SEC and that number may be calculated a number
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of different ways and it is for a different purpose but often has been
misused in some of the articles which have appeared.

We believe that uniform methodology would be highly desirable for
the purpose of reporting the value of accrued benefits or the termina-
tion values, For example, the development of the value of the crude
benefits on a going plan concept would serve several different purposes
which we have outlined here to substitute for the present section
103(d) (8) of ERISA; for the footnotes of a company’s annual fi-
nancial statement; for the purposes of protecting individuals in the
event of mergers and terminations and spinoffs of plans; and for the
purpose of any actuarial statement that should be attached to the finan-
cial statement prepared by the accountant.

We believe that one single methodology could be developed with
enough flexibility to handle varying plan conditions for all of these
purposes.

The bill would provide the Secretary of the Treasury to promulgate
standards for evaluation of both assets and liabilities. We do not be-
lieve the value of assets used in the presentation of these measure-
ments should be standardized, such as at market value, but rather
should be the value of assets used by the actuaries. We have no quarrel
with the idea that the market value of assets be used for the presen-
tation of the financial statement prepared by the administrator, pur-
suant to 103(b), but when the actuarial value of liabilities is pre-
sented, the value of assets should be prepared on a consistent basis.

That is, when the actuary sets forth the actuarial status of the plan
for any of the purposes mentioned above, he is considering the projec-
tion of these actuarial values on a long-range basis averaging out
potential future variations in experience both in investment returns
and in other actuarial factors.

It would be misleading for plan participants and others who read
such statements to be required to match these actuarial values with,
say, the market value of assets which can exhibit wide variations
over the short term.

Since the pension plan obligation is a long-range one with an or-
derly cash flow out of the fund in the form of benefit payments, a
more stable asset value is desirable to match up more properly with
the determination of the actuarial values.

As I have mentioned, the Academy Committee on Actuarial Prin-
ciples and Practices of Pension Plans is in the process of preparing
an interpretation of the Academy’s actuarial principles of pension
plans which basically set forth a recommended methodology to be used
in determining the value of accrued benefits in connection with the
actuarial values to be associated with the financial statement required
by 103(b) of ERISA.

This has been prepared, really, at the request of the FASB. We do
not believe it is necessary or appropriate to include this as part of
the financial statement, but that is the FASB’s decisions and we are
merely complying with their request that a reasonable method be
developed by the actuarial profession.

As soon as the paper is finalized, we will present a copy to
the subcommittee,

We have also indicated in here that if legislation is passed, we
do believe there are some other sections of ERISA which should be
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amended to be consistent for all purposes, because we have the Labor
Department’s sections, 103 particularly, and other areas that should,
be made consistent.

Now, we do support the concept of establishing uniform method-
ology for the presentation of the value of accrued benefits, but we do
T‘lestioxi the need for this specific legislation at this time. We believe
that many of the problems created by different methods of reporting
unflllmd liabilities can be resolved under existing regulatory
authority.

There are several current developments that would lead us to believe
that the objective of more uniform reporting of actual liabilities will
be accomplished in the relatively near future without additional legis-
lation—but perhaps with your prodding. Among these are the re-
vised schedule B, which we have not seen yet, but which was discussed
this morning by the Labor Department ; the exposure draft which the
Academy is almost ready to release—I mean, pardon me, the final is
almost ready to be released ; the view of the FASB that actuarial lia-
bilities attached to a plan’s financial statement be calculated by & uni-
form methodology; the section 6059 of the code which provides for
periodic reports by the actuary would appear to give the Secretary
of the Treasury the authority to issue such regulations it deemed
necessary right now,

Additionally, and this would be out of a different area, but the
SEC would also have the authority to prescribe a uniform method-
ology, hopefully the same as Treasury and Labor, for reporting the
unfunded actuarial liabilities which now appear in such things as
form 10-K. :

Accordingly, the Academy does not believe legislation of this type

is needed now in order to accomplish the desired goals.

= Nowj-the support for the concept in this proposed bill is based on
the assumption that the development of any.uniform standards for
actuarial methodology would be limited to those kinds of situations
described earlier which call for a display of the statements for the
value of accrued benefits under the plan, either on an ongoing basis
or in the event of Elan termination, so as to fairly present the
actuarial position of the plan,

We would not support the adoption of uniform standards of ac-
tuarial methodology with a calculation of minimum or maximum
funding requirements of ERISA. The actuarial methods to be used
to devel? minimum contribution requirements to provide for a
sound and orderly funding of a plan are often different than those
used for the purposes described above, and we hope that there is no
intention to prescribe a standard methodology for the purposes of
determining minimum fundinﬁ reluirements of ERISA.

The present structure of ERISA and the background committee
report certainly supports the concept that there should be flexibility
in funding methods and assumptions. It leaves the actuarial basis of
fundi:f levels to the discretion of the enrolled actuary to select the
method and assumptions that are moet appropriate for the particular
plan and, as indicated, ERISA specifically requires this, The actuary
must also make a certification for this purpose. -

We recognize the differences in funding methods to determine that
_ the contribution can lead to differences in annual contributions and in
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unfunded liabilities. It is for this reason that we support the concept

in the bill that whenever unfunded liabilities are to be displayed to

articipants, the public, in financial statements, et cetera, they should
calculated in accordance with uniform methodology. -

As a matter of related interest, we will be submitting as part of our
“more complete statement a pension discussion document prepared by
a research accounting group in the United Kingdom very recently
dealing with financial reports of pension funds. One of the major
conclusions of this accounting research group is that a part of the com-
prehensive report which a trustee should provide to participants in
the plan should be prepared by the actuar¥ regarding the overall
funding position of the plan. It notes particularly that this should be
presented in parallel with rather than part of, the financial statement
prepared by the accountant. We certainly endorse this approach with
regard to the preparation of statements under ERISA and we would
be pleased to review further proposals regarding the manner in which
this might be implemented. )

We appreciate the opportunity to present this statement and I would
like to ask Mr. Bassett if he has any other comments to add at this
point.

Mr. Bassert. I have nothing further to add to that statement but
would be pleased to answer questions, and fortunately, after hearing
the other witnesses, I have several comments regarding some of the
statements they have made, if you would like them.

Senator BENTSEN. Fine. Let’s have them.

Mr. BasserT. I think it is important to keep in mind that the law,
ERISA, requires that the enrolled actuary give his best estimate of the
long-range cost of this plan based on past and expected future experi-
ence. These enrolled actuaries are enrolled by the Internal Revenue
Service and are subject to disqualification by the Internal Revenue.

So I think extravagant statements about actuarial assumptions and
methods, that they are unreasonable or are unsound, I think is hardly
justified today. I do not know where 3r. Ehrbar got his figures of 3.5-

rcent and 10-percent interest. I highly suspect that theg go back

istorically and are not current. There may be in the wide United
States a plan fund that justifies today currently in percent that the
actuary decree was signed to, but I think we fail to recognize sometimes
that the actuary now is under a much more extreme obligation to do
a so;gld job or he will lose his certificate, and I want that on the
record.

Senator Bentsen. I understand that, but I also believe that most
actuaries are competent, have integrity and are capable, but I think
they have a few goats in the crowd and I think that is true of lawyers
and doctors and Congressmen and on down the list. And that is why
I think you have to have some standards that are in force.

I look at a situation like Caterpillar. We see a lot of new actuarial
assumptions that all of a sudden come about the time of the labor
nefotiations. I do not think that is just accidental.

n the Caterpillar situation, they negotiated a pension increase in
1976 with the United Automobile Workers. Their fpension expenses
dropped and its unfunded vested liabilities declined from $440 million
to $270 million. Now, Catepillar raised both its interest and its wage
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gssumptions, but the interest rate presumgtion is what prevailed. And
the‘sk; would not disclose the ﬁ%:n'es that they used in that assumption.
hat are your thoughts on that ? .

Mr. Basserr. Well, No. 1, at that time the welfare and pension plan
disclosure act was in effect and the actuarial assumptions and methods
had to be filed with the Labor Department, so they were disclosed
somewhere. But my first comment 18 I cannot understand how they
say they were not disclosed, because it was required by law that they
be disclosed, and I assume Caterpillar complied with the law.

The second comment, we do not normally, in actuarial practice,
review actuarial assumptions every year. We feel it is urnecessary to
modify the assumptions on year to year changes, but normally wait
until an appropriate time to review the assumptions and changes. This
may be 3 years, or 5 years, depending on economic conditions.

ow, when you come up to union negotiations, you are reviewing
the whole plan document. You are reviewing all the provisions, you
are reviewing what you are going to be negotiating. And it is a very
logical time, at that time, to review actuarial assumptions, and they
may or may not be changed at that time, depending on conditions, But
in the past several years, with increasing rates of interest each year, it
is very likely that each time that a Caterpillar Tractor actuary re-
viewed the assumptions, he increased the interest rates probably one-
half of 1 percent or one-quarter of 1 percent. For the last 20 years, it
has been going up.

And so, to me, yeah, he did it at the time of the negotiations, but he
was looking at it on an ongoing basis. It was time to review the as-
sumptions. It was convenient, use we were reviewing the whole
plan document. You can call it coincidence, you can call it manipula-
tion; I do not think it is the latter.

Senator BENTseN. I hope you are right.

No(;v, in their book on accounting, Mr. Hall and Mr. Landsittel
stated: _

In the past when pension costs typically represented no more than 5 percent or
10 percent of the pretax income, perhaps the alternative actuarial practices did
not significantly distort the financial statements of the business enterprise. How-
ever, pension costs now typlcally exceed 10 or 20 percent of pretax income and the
flexibility of such accounting alternatives must be eliminated.

Now, the obligation to pay pension benefits does not change because
we have changed from one actuarial method to another. What are your
comments on that ¢

Mr. Basserr. My com.iients are this, that there has been a lot of con-
fusion about whether we are talking about the development of the
cost of a plan on an ongoing basis to record the contributions to be
made to the fund as distinct to the financial status of the plan. We
believe that, in determining the ongoing costs of'the plan, there is need
for different actuarial methods. )

A plan, for example, that is insured, may buy policies from an in-
surance company and pay a premium each year in the future. That is
one funding method.

Another company may decide to fund it through a trust fund where
they go back and develop a past service cost and use some other
method. But all of these methods are budgeting methods to determine
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the best way to fund this plan for future years and we believe it is
necessary to have flexibility in determining future company costs.

Now, when you talk about the financial status of the plan, we are
talking about another item, and here we do agree, as our testimony
we presented indicated, we believe that the uniform method for de-
termining the financial status for the plan should be used, and_we

) su[é;;ort 1t.
nator BENTSEN. I frankly would like to see some guidelines on
actuarial assumptions. I do not quite know how they should be drafted.
Itisa comglex subject, and I know that. But I do think there are
abuses, and I do not agree with you when you say it is a routine thing,
at wage negotiation times, to look at all of the assumptions and there-
fore it is, in effect, you state it is a natural result. I think that the
results are sometimes skewed to achieve a management objective on
profits and to try to get out of a tough bargaining situation over
wages with labor.
he same kind of thing happens. You talk about actuarial assump-
tions to set the rates on an insurance policy, and you have a sales
manager who is pushing very hard for the most liberal of assumptions.
You can have a chief executive of a company pushing very hard to get
that. He wants to increase sales, he wants to be more competitive, and
at the same time, he wants to show profits. -

And you end up sometimes in assumptions that result in companies
that just have losers.

Mr. Basserr. Well, I hope that the enrolled actuaries in compliance
with ERISA are using their best judgment and are not influenced,
but I cannot deny that possibility.

Senator BENTSEN. I think they are also fallible, as other people are,
and I think they are subject to pressures as others are, and that they
sometimes bend, as others do.

Mr. Boy~Tox. I do think, Senator, that the requirement for giving
opinions subject of being deprived of your making a livelihood has
had a very good influence in this area. I think, in the past few years,
it is made clear now that the actuary has a responsibility under the law,
and I know from personal experience, it improves your posture with
clients in dealing with the problem, There is no question that clients
do bring pressure on actuaries in this area, and the actuary is in a
much stronger position now because he can say I've got to sign off on
t}lxis s:lnd I do not agree, and we have gone through those experiences
already. e

I have looked atit in the marketplace, where we had competition
that I knew there was no way they could come up on an insurance
policy, that the actuarial assumptions just had to be beyond the realm
of what waspracticable. And I could see nothing else except pressure
on the actuary, making assumptions for that policy.

Do you want to talk about that {

Mr. KeLuisoxn. T agree that some of the policies you are referring to
had to predict losses.

" I;Ir. Basser. I would like also to comment on Tan Lanoff’s proposal,
if T may. =

I amya member of the Advisory Council to the Labor Department
and, as such, submitted to the Labor Department a proposal in regard
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to financial statements to include in schedule B that they are talking
about. It was prepared on behalf of the American Academy of
Actuaries.

We believe that this would produce the kind of figures you are
looking for. We believe it would satisfy the accountants and it is
referred to in our testimony.

We did make the statement that we did not feel that this would be a
significant increase in cost for most employers for their actuaries to
produce this information.

However, in reading over and listening to Mr. Lanoff’s statement
today, I believe he has changed it in two or three significant ways
which may significantly increase the cost of the actuarial work. I was
particularly delighted to hear Senator Curtis question the increased
costs’ effect on plans termination because I think this is vitally
mmportant.

enator BENTsEN. I share that concern. I am deeply concerned about
any increase in costs, either accounting or actuarial costs that we bring
on the Earticipants or the company, and trying to hold those down.

Mr. Basserr. Well, I can give you an illustration. We increased our
actuarial staff one-third since ERISA, so I can tell you that there has
been a heck of a lot of increase in cost because of ERISA. There is no
question about it.

Senator BENTSEN. Let me say I heard the Labor Department talk
about how strong they felt about ERISA. I used to talk about being
one of the original authors of ERISA ; I do not do that anymore.

Mr. Bassert. Now, I am afraid that some of the proposals that I
heard this morning are going to significantly increase the costs. I am
not lookinﬁ for additional actuarial business. We have plenty and 1
am sure that Ed Boynton and the Wyatt Co. also have plenty of
actuarial work. We do not need it. But the idea—to give you an illus-
tration, they propose that the value of vested benefits be projected to
the end of the year. :

In projecting to the end of the year, what they are saying is that we
want you, as an actuary, to look at the ceiling, or whatever it is, and
value that benefit 8, 9 months ahead. We have to select an interest rate.

I do not know if I can tell you what interest rates are going to be at
the end of December of this year. I really do not think I can. And Mr.
Ehrbar stated that a 1-percent difference in interest rates makes a 25-
percent difference in costs and you are asking the actuaries to forecast
what it is going to be at the end of the year, to measure against market
value of the fund.

Thavea Eroblem, and I think all actuaries will.

I hope that whatever is put together is not asking us to stick our
lﬁecks out too far. We are willing to make forecasts and projections,

ut—-

Senator BenTseN. Oh, you stick your necks out 25 years and more on
these assumptions. oo

Mr. BassetT. Yes, but now they are saying we have got to use market
value of the fund to compare with the liability and the market value of
the fund, I cannot predict it for the end of the year. .

Mr. BornTtoNn. Just to add to that, in terms of the additional ex-
pense, in the course of doing the regular actuarial evaluation to deter-



60

mine the contribution to the plan, you can, almost as a byproduct, pro-
duce the kind of accrued liability figure that was described this morn-
ing and that we have in mind in our statement. But when you change it
so that you must, in effect, make an advance projection of that liability,
you have added another step to the process. You must now do it—you
will probably do it at some other time of the year. You will do it in
order to have the figure ready by fyearemi, and you ars just adding
another step to the normal work of the actuary. It is no longer a by-
product evaluation.

The comments made earlier that were not, bg the actuaries, that this
approach would not increase costs was related to the idea that it will
be a byproduct of the evaluation. -

_ Senator Bextsen, Well, gentlemen, as we stated, you will be given
time. We will not close the record for your more complete statement,
and we will be very pleased to have it. -

I told Mr. Hall that I did not think 90 days was long enough, and
I agree with that. I want you to understand, though, that the clock is
running now, not from the date of enactment.

Mr. BoynTon. We get the message.

Senator BenTseN. All right. Thank you very much.

Mr. BornTton. Thank you, sir.

[The prepared statement of Mr. Boynton follows:]

STATEMENT OF THE AMERICAN ACADEMY OF ACTUARIES, EpwiN F. BoyNTON,
PRESIDENT, PRESTON C. Bassprr, VicE PrrsiDENT, STEPHEN G, KELLIBON,
EXECUTIVE DIRECTOR

The Academy appreciates the opportunity to present this statement to the Sub-
committee on 8. 2092, a bill which would have a significant impact on the work of
Enrolled Actuaries under ERISA. It provides that the Secretary of the Treasury
shall promulgate uniform standards for the calculating and reporting the assets
and liabilities of pension plans and for disclosing actuarial assumptions used in
such calculations. ’

Because of the short time period between the date when the hearings were first
announced and today's hearing, our statement today will be fairly brief and only
outline the major points to be made by the Academy. We understand that the
record will remain open for a few weeks 8o as to permit a more comprehensive
statement to be submitted, including some pertinent exhibits. In particular, the
Academy has under way a study on presentation of actuarial liabilities which is
very pertinent to this particular bill and which will be completed within the next
few weeks. We pian to attach this special study by the Academy to our more
complete written statement to be filed later.

As the Committee {8 aware, the American Soclety of Pension Actuaries (ASPA)
represents a significant number of pension actuaries who are not members of the
Academy. The two organizations combited represent approximately 83 percent of
Enrolled Actuaries. Representatives of ASPA have reviewed this statement and
have advised us that they fully agree with the position taken by the Academy on
8. 2092, Accordingly, although the Academy representatives cannot speak for
ASPA, this statement can be taken as representing the common position of both
organizations.

In general, the Academy supports what we believe is the intent of the bill. How-
ever, we believe that further clarification is needed to be sure that this intent is
properly carried out. We also believe that to do so would require certain changes
in other parts of ERISA and In the Internal Revenue Code. We would add fur-
ther that we believe that the apparent intent of the bill may, in fact, be ac-
complished without this specific legislation.

We are obviously aware of the adverse publicity given to private pension plans
recently in the press. The most recent of these stories which reflect adversely on
private pensions generally have appeared in such publications as Fortune, the
New York Times, U.8. News and World Report, and Forbes magazine. Unfortu-
nately, much of the-information in these articles appears to be based on mis-
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information and lack of understanding on the part of the authors as to the nature
and purpose of various actuarial funding methods. On the other hand, we would
acknowledge that the variation of actuarial funding methods available to pension
plans, to be used for different purposes, has compounded the problem and led to
press, as well as legislators and regulators. Certainly one of the most misunder-
stood items appearing in pension plan reports is what is often called the ‘‘un-
funded liability”. It is this item In particular which has given rise to so much mis-.
understanding because there are admittedly a wide range of interpretations of
the “unfunded liabllity” item.

Actuarial liabilities are calculated for three general purposes, and the partic-
ular purpose intended will dictate the kind of actuarial methodology which is
used. The three general purposes for the development of these actuarial llabilities

-are as follows:

(1) As a means of determining the annual contributions to be made to the
plan 8o as to provide for orderly funding of the benefits;

(2) As a measurement of the funding progress of an ongoing plan based upon
the benefits which have been credited to participants up to any particular date
(this might contemplate either the value of accrued benefits for all persons who
are ve)sted or retired, or for all accrued benefits of the plan, whether or not
vested) ;

(8) As a measurement of liabilities that would emerge for the plan in the
event of plan termination. (This measurement is significantly affected .by the
termination insurance program established under ERIBA which sets up priority
allocations in the events of termination.)

There are several funding methods available for the first purpose defined
above, that of determining annual contributions for proper funding of the plan.
This is necessary and will be discussed-later. For the purpose described in the
second and third items above—that of measyrement of funding progress on an
"ongeing plan” basis, or as a measurement of the terminatfon Habilities of the
plan, the Academy belleves there is considerable merit in having consistent meth-
odology to be used in development of such values. Adoption of a uniform meth-
odology would go a long way toward reducing some of the misunderstandings
which have occurred in the past through the use of incorrect types of figures to
represent plan liabilities.

For example, many of the articles appearing in the press over the years have
called attention to the wide variations in unfunded liabilities among companies
in the same industry and even from year to year in the same company. This is
often due to focusing on the wrong kind of actuarial values. Although we are
not familiar with the source of information which has been used in some of the
recent articles, we understand that often the unfunded liability figures used in
such articles were taken from the reports 